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PREFACE 


When 1 set out to write this book and discussed my undertaking 
with several bankers and economists interested in its subject, most 
of them were frankly sceptical about the possibility of writing a 
volume exclusively on Forward Exchange. I myself did not expect 
the book to run to more than 150 to 200 pages. It was only after 
I had started the preparatory work that I realised how vast the 
subject was and what an immense amount of material it was pos- 
sible and necessary to collect. Indeed, the 500 odd pages of this 
book do not by any means exhaust the available material. Without 
much difficulty I could have written 1000 pages or more, and have 
abstained from doing so only for fear that a book of such formidable 
size, on a subject whose importance is far from being adequately 
realised, would not be read widely enough to justify the work 
involved. 

My main object in producing a book which deals extensively 
with the broader aspects of Forward Exchange is to bridge the gap 
between theory and practic^e. On the one hand, there are thousands 
of practical bankers engaged in Forward Exchange operations 
every day of their life, possessing an enviable knowledge of every- 
thing that is worth knowing about the technical aspects of the 
system, but most of them lacking the qualifications to appreciate 
its broader implications. On the other hand, there are many theo- 
retical economists who would be highly qualified to deal with the 
broader aspects of the subject but for their lack of knowledge of 
its technical details ; in any case, they fail to appreciate the extent 
of the broader theoretical implications of Forward Exchange. 
As 1 myself stand somewhere halfway between practical specialists 
and theoretical economists — each of those groups considers, un- 
flatteringly enough, that I belong to the other — I feel justified in 
attempting to construct a link between them. Accordingly, 
through my daily (contact with bankers, I have collected much 
material which would be inaccessible to the purely academic 
economist, while at the same time, through research in libraries, 
conversation and correspondence with economists, and a little hard 
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thinking of my own, I have sought to provide material which is 
not as a rule within the reach of the practical specialist. 

In the course of my search for technical material I have been in 
the fortunate position of being able to pick the brains of half the 
City — the better half, needless to say. While the existing literature 
by practical experts provided a useful guide, I endeavoured to 
collect a great deal more than they have presented in their isolated 
chapters on Forward Exchange. This part of my work bore much 
resemblance to that of a psycho-analyst. I had to ascertain the 
rules upon which, in a largely subconscious way, dealers operate 
in the Foreign Exchange market. In that admirable organisation, 
specialists practise their art with extreme skill as a matter of 
technical routine, for the most part without the guidance of any 
known set of theoretical rules. Day after day they come across 
interesting points which they take for granted, and consider thein 
hardly worth mentioning to an outsider. It has taken mo fourteen 
years of persistent questioning to elicit from them the details em- 
bodied in this book. Insignificant as many technical details may 
appear to academic economists viewing the subjecjt from a theoretical 
standpoint, they have none the less a bearing on theory, and the 
knowledge of them is useful for any adequate appreciation of the 
broader aspects of Forward Exchange. 

The second part of my task was to unearth the treasures of 
existing literature on the subject. When I set out to search for 
material, I was told by practically every British economist who had 
studied the subject of Forward Exchange that hardly anything had 
ever been published on it. Prolonged research in the libraries of 
the British Museum, the London School of Economics, the Institute 
of Bankers, the Royal Institute of International Affairs and the 
Royal Statistical Society, and correspondence with bankers, 
economists and financial journalists abroad, led, however, to the 
discovery of quite a considerable number of valuable sources, 
especially upon the historical aspects of the subject. I was less 
fortunate regarding its theoretical aspects. The theory of 
Forward Exchange has made but little progress since the publica- 
tion of Mr. Keynes’s Tract on Monetary Reform in 1923. While 
writings on the subject before and after that landmark may have 
thrown light on various points, they have all been confined to an 
examination of the factors that affect forward rates. J have so 
far failed to discover any writer, theoreticjal or practical, who has 
thrown any light on the broader effect of forward rates outside the 
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Foreign Exchange market. It is in this respect that I hope that I 
may have made some slight contribution towards the progress of 
the theory of the subject, by drawing attention to the effect of 
forward rates upon interest rates, price levels, trade balances, inter- 
national gold movements, etc. While 1 indicated briefly some of 
my conclusions on this subject in an article in the September 1936 
issue of the Economic Journal, I reserved my detailed discussion 
for this book. In particular, I believe that my conclusions on the 
effect of forward rates upon gold movements necessitate a revision 
of the whole theory of the normal working of the gold standard, 
especially as regards the immediate effect of Bank rate changes on 
gold movements. It is my contention that this effect depends, to 
a remarkable degree, upon the extent to which forward rates re- 
spond to the changes in their Interest Parities. The acceptance of 
my conclusions in this respect would materially strengthen the case 
for a revision of the attitude of Central Banks towards Forward 
Exchange, in the interests of the efficiency of their discount rate 
policy. 

I should like to reassure those who, having read my previous 
books, regard me as a controversialist with strong prejudices. In 
this book 1 have tried to be as non-controversial as possible. Thus, 
while I cannot help holding strong views on various questions con- 
nected with Forward Exchanges, the object of this book is not to 
propagate those views but to draw attention to the subject and 
provoke discussion upon it. While 1 may not have been able to 
avoid dogmatism on various points, I have presented, as far as 
possible, both sides of each problem, leaving it to the reader to judge 
for himself. 

The system of Forward Exchange is admittedly highly com- 
plicated, and I have not aimed at its over - simplification — 
another vice of which some of my previous books have been accused, 
doubtless rightly. Nevertheless, I maintain that there is nothing 
in Forward Exchange which cannot be grasped by an intelligent 
reader with a general knowledge of finance, provided that he has 
patience to concentrate upon it. Those who lack the patience had 
better skip the technical and theoretical chapters and concentrate 
on those dealing with the historical aspects of the subject. 

During the past three years or so I have advocated, in a number 
of books and articles, the adoption of international Exchange 
Clearing, which would, of course, mean the abolition of Forward 
Exchange in its present form. I am now more than ever con- 
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vinced that Exchange Clearing is the rational system, and that it 
will be adopted sooner or later. As, however, its definite and com- 
plete adoption may take decades, in the meantime the system of 
Forward Exchange will remain in operation. Thus my plea for 
the adoption of Exchange Clearing is not incompatible with my 
desire that more should be known about the existing system and 
that, while it lasts, it should be improved as far as possible. 

The practical object of this book is to indicate the possibilities 
of making better use of the Forward Exchange system, not only for 
meeting the requirements of trade but also for the broader purposes 
of monetary policy. In this latter respect 1 am whole-heartedly 
in agreement with 5Ir. Keynes’s proposal in favour of systematic 
operations in Forward Exchanges by Central Banks. Indeed, 1 
hope that my theory that interest rates and gold movements are 
apt to be affected by forw ard rates will strengthen the case in 
favour of the adoption of Mr. Keynes’s proposal. And those 
bankers who are inclined to ignore or reject his proposal merely 
because it was put forward by a theoretical economist with no 
practical banking experience will find in Part V of my book his- 
torical evidence to prove that in some instances practical bankers 
did stumble upon the solution he advocates, although that same 
solution might appear strange to them if put forward in abstract 
terms. 

Tlic list of those to w'hom I am indebted for assistance in w riting 
this book is long. For obvious reasons it w^ould be inexpedient for 
me to disclose the full list of my sources of information within and 
outside the City. I have to acknowledge, however, my particular 
debt to Mr. W. H. Taylor, of J^loyds Bank, for reading the manu- 
script, and to Mr. F. C. EJlerton, of Barclays Bank, for reading a 
substantial part of the manuscript and of the proofs. They have 
both made innumerable valuable suggestions at every stage of my 
work, and I really doubt if this book could hav(> been written at all 
without their assistance. But it is only fair to them to point out 
that, since 1 hold strong views of my own on many questions of 
fact and of interpretation, 1 have not always followed their advice, 
so that I bear the sole responsibility for the many errors that this 
book doubtless contains. Indeed, it is almost impossible to avoid 
errors when dealing with such a highly complicated and elusive 
subject as Forward Exchange. Each banker has a different ex- 
perience in exchanges, and the material I gathered upon the facts 
of historical evolution, and even on the present organisation, was 
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therefore very often conflicting. Coming as it did from equally 
reliable sources, 1 was thrown upon my own judgment when decid- 
ing what to accept and what to reject. In such circumstances 
it would have been little short of a miracle if I had succeeded in 
avoiding mistakes. But, then, I do not mind being found guilty 
of errors. What matters is not that I should avoid mistakes, 
but that others, whether through my mistakes or in spite of 
them, should be able to discover the true facts and their correct 
interpretation. 

1 have mentioned only two names among the large number of 
bankers, British and foreign, who have helped mo by providing 
material for this book. 1 owe a special debt of gratitude to members 
of the older generation who have supplied me with details on early 
forward dealing, which, owing to the inadequacy of early literature 
on Forward Exchange, would otherwise have been lost to the 
future student. It was indeed high time that someone undertook 
the task of collecting this historical material, for as time goes on it 
will become increasingly difficult to obtain first-hand information 
on early Forward Exchange developments. 

For information on the technical details of the present organisa- 
tion of the market I am largely indebted to a number of Foreign 
Exchange dealers of the younger generation, with whom my 
journalistic work has brought me in daily contact. Every one of 
them has forgotten more about the practical aspects of the siibject 
than I shall ever know ; 1 can only hope that in return for their 
valuable assistancjo this book will stimulate their interest in its 
theoretical aspects. My acknowledgment is due also to a number 
of overseas bankers for v’^aluable information on the development 
and present position of Forward Exchange in their respective 
countries. 

Among theoretical economists I owe, first and foremost, a great 
debt of gratitude to Mr. Keynes. 1 have dedicated this book to 
him partly because his name is outstanding among those who have 
ever written on Forward Exchange, and partly because it was 
following upon an inspiring conversation I had with him on 
the subject that I decided to undertake this work. Among the 
economists overseas who have assisted me with material I have 
to acknowledge my indebtedness especially to Professor H. Parker 
Willis, of (k)lumbia University, Now York ; to Professor Giovanni 
Demaria, of Milan ; and to Herr Walt her Federn, founder-Editor 
of the Oisierreichische Volk6wirt, 
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I should also like to thank the Editors of the Economic Journal 
and of The Banker for their permission to reprint some material 
from articles I have contributed to their publications. Finally, I 
owe acknowledgment to Mr. F. G. Woodhead, Manager of the Anglo- 
Portuguese Colonial and Overseas Bank, for having placed at my 
disposal the volumes of the weekly circular of his Bank — the only 
printed record of all the principal forward rates over a period of 
sixteen years ; to Mr. W. T. C. King for having revised the manu- 
script and the proofs, and for his constructive criticism upon both 
the form and the substance of the material ; and to Miss P. M. Rae 
for her assistance in the preparation of the charts and statistical 
tables. 


P. E. 
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CHAPTER I 


FORWARD EXCHANGE— TERRA INCOGNITA 

(1) experts’ rel[;ctance to deal wiTrr the subject 

“ The nature of forwartl dealings in exchange is not generally 
understood. . . . There are few llnancial topics of equal importance 
which have received so little discussion or publicity.” These re- 
marks of Air. Keynes ' were made in 1022, but in substance they 
are still valid today. It is true that since the publication of A 
Traci oil Monetary Rejortiu and largely in consequence of that 
publication, more attention has been paid to the subject than before. 
Forward Exchange rates are now quoted regularly in several news- 
papers ; the financial Press comments systematically upon their 
fluctuatious ; and articles dealing with the broader aspects of the 
subject ap{)ear occasionally. But it is hardly less true today than 
it was fourteen years ago that the nature of Forward Exchange is 
not generally understood, cither by the majority of theoretical 
economists or by bankers or writers on Foreign Exchange. 

The reluctance of experts to deal with problems of Forw^ard 
Exchange cannot be better illustrated than by the fact that the 
Alacmillan Committee disposed of the subject in a few' lines. Re- 
ferring to the proposals made by Mr. Keynes for Forward Exchange 
operations by (Vntral Banks, the report of the Committee-^ merely 
remarked that the matter was one of detailed technique w hich laj" 
beyond its competence, and that the Committee preferred to make 
no recommendations on the subject. Although the Alacmillan 
Committee included some of the leading experts on Foreign Ex- 
change, the majority of its members knew^ far too little of the 
subject to commit themselves. 

Tlie same non-committal attitude towards Forward Exchange 
is adopted by tlie Bank for International Settlements, an institu- 
tion which should be particularly qualified to study the subject. 

^ A Tract on Monetary Reform (London, 1923), p. 121. 

* Hoport of tho Coinmitttjo on Kinanco and Jndiistiy (London, 1931), p. 154. 
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According to Miss Eleanor I^ansing J3nlles, who studied the working 
of tlie Bank on the spot and gathered a large volume of inside 
information on its poli(?y, one of tlie reasons why the Board of the 
Bank decided by majority vote to avoid Forward Exchange dealings 
was that . Forward Exchange business is comparatively little 
understood, and no comprehensive theoretical analysis of its signi- 
ficance has been made 

(2) EXISTING LITERATURE INADEQUATE 

The practical need for following the Forward Exchanges has 
increased considerably since 1931, and this accounts for the larger 
volume of publicity the subject has received during tlie last few 
years. For tlie most part, however, the comments on current 
movements of Forward Exchange rates are still essentially super- 
ficial and the occasional articles that deal with the more funda- 
mental aspects of the subject do not cover a nearly wide enough 
ground. No book has so far been published in English on Forward 
Exchange. Though most books on h^oreign Exchange devote a 
chapter or two to Forward Exchange, the space allotted is (juite 
insufficient to do justice to what is indeed a vast subject. The 
same may be said of the small number of foreign books which have 
been devoted entirely to problems of Forward Exchange. As far 
as I have been able to ascertain, there are only four such books.^ 
While they contain much highly valuable material, and have, within 
their limited scope, contributed much towards a better under- 
standing of the problem, they are largely based on the one-sided 
experience of the countries of their authors ; they confine them- 
selves to certain aspects of the problem, and can hardly claim to 
have provided a comprehensive theoretical analysis of Forward 
Exchange. 

Indeed, the material available for a thorough -going discussion 
of Forward Exchange is far from adequate. Statistical and his- 
torical material in an easily accessible form is practically non- 
existent, while the amount of technical and theoretical material is 
also very deficient. 

^ Eleanor Lansing Dulles, The Bank for International Settlements at Work (Now 
York, 1932), p. 148. 

^ J. Vogel, Das Devisentermingeschajt (Berlin, 1924) ; C. A. Fischer, Das Devi- 
sentermingeschdft (Berlin, 1928) ; J. Casainajor, Le Marcia! d terme des changes de 
Paris (Paris, 1925) ; Giovanni IJeinaria, I Saggi di Biporto e di Deporto della Lira 
Italiana a Londra dal 1921 al 1928 (Milano, 1928). 
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(3) NO STATISTICAL MATERIAL AVAILABLE 

It is characteristic of tlic unsatisfactory state of international 
financial statistics that, while there appear dozens of overlapping 
tables giving monthly or annual figures of spot exchanges, not one 
has so far been published giving figures of Forward Exchanges. 
Anyone wishing to investigate Forward Exchanges over a past 
])eriod has to compile the figures for himself from the files of news- 
papers. Should he want to obtain figures prior to 11)31 the task 
would be still more difficult, for it is only since the crisis that most 
newspaj3ers have quoted Forward Exclianges systematically in a 
tabular form. Even at present, the published quotations of For- 
ward Exchanges are far from complete. Only about half a dozen 
leading Forward Exchanges are quoted. Admittedly the volume 
of dealings in the rest of them may be relatively small and the 
rates are often a matter of negotiation ; but that is also true of the 
majority of minor sy)ot exchanges whi(;h are, nevertheless, quoted 
regularly. 

Thanks to Mr. Keynes, there are monthly figures available for 
the forward rates during the early ])ost-war years. ^ Rates quoted 
before 1920 are, however, most difficult to trace. Before the war 
some German and Austrian newspapers published daily quota- 
tions of a few forward rates for the end of the current month, but 
these figures are not easily accessible to the student. 

Statistical de|)ar< inents have certainly not exerted themselves 
to render accessible the raw material reipiired for a study of 
Forward Exchange. It is hardly surprisitig, therefore, that they 
have failed to produce any of the “ semi-products ” of the 
subject, such as (*alculation of Interest Parities, i.e. the ratios be- 
tween interest rates })revailing in any two financial (?entres. 
Although the importance of these Interest Parities in connection 
with Forward Ex(;hanges had been vaguely realised several decades 
before the war, and although the significance of interest rates was 
made plain by Mr. Keynes in his Tract on xMonefarjj Reform r such 
desultory discaission of Forward Exchange ynoblems as occurs from 
time to time is conducted without the support of any statistical 
material to indicate the relations between Interest Parities and 
forward rates.^ 

' A Tract on Monefarif lief arm, pp. 1 IS- 119. Tlio (nblos contain rates for ono 
month only. 

^ P. 124 et seq. 

® An attempt to provido such material was made by Mr. Lyman C. Duncan in 
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( 4 ) HISTORICAL ASPECTS NEGLECTED 

If we turn to tlie historical aspect of the study of Forward 
Exchange, w e encounter a similar lack of material, especially where 
English financial literature is concerned. To begin with, there is 
not a single historical study even of Foreign Exchange, let alone a 
special history of Korward Exchange. Financial and other subjects 
of much less importance have received adequate historical treatment, 
but the student of the evolution of Foreign Exchange must piece 
the material together out of dozens of books dealing with particular 
currencies or particular periods. The task of following the historical 
evolution of Forw^ard Exchange is oven more difficult. In order to 
compile even a sketchy account of the historical evolution of 
Forward Exchange, of the movement of forward rates after the 
war, of the evolution of a theory of Forward Exchange, and of the 
attitude of the Central Banks towards the Forward Exchange 
market, I have had to go through some 1200 volumes written in the 
four principal European languages. Only about one out of ton of 
them contained any interesting material about Forward Exchange. 

As far as early history is concerned, English literature is inade- 
quate, which is only natural, for the development of the Forward 
Exchange market was rather belated in London. American litera- 
ture is, however, hardly better, even though there were active 
dealings in Forward Exchanges in the United States long before 
London became acquainted with them. 

French literature on the early history of Forward Exchange 
also leaves much to be desired, while even Italian authors, who have 
made some valuable contributions to the subject, have neglected 
its historical aspects. It is only natural that German and Austrian 
sources should be the most valuable. After all, both Berlin and 
Vienna had a highly developed Forward Exchange market for many 
decades before the war, and at the same time both Germany and 
Austria — especially the latter — could boast of a highly developed 
economic literature. In the circumstances, it is remarkable that 
even in these countries the descriptions of pre-war develojiments 
in Forward Exchange are, for the most part, rather hazy ; never- 
theless, I owe the bulk of my information on pre-war history, and a 

an unpublished thesis cntitle<i “ A Study of tho Course of Forward Exchange Ratos 
during the last few Years ”, submitted to tho London School of lOconomics in 
Its method of calculating Interest Parities is not, however, well chosen. Signor 
Giovanni Domaria also published in his book some figures and charts concerning 
the Interest Parities of tho forward lira-sterling rate. 
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large proportion of my information on post-war history, to German 
and Austrian sources. 

The available historical material is particularly inadequate as 
far as the war period is concerned. And yet, considering that there 
were wide exchange fluctuations in neutral centres, there must have 
been fairly active dealings in Forward Exchanges. The history of 
the early post-war period was described briefly by Mr. Keynes ^ and 
several German authors gave detailed accounts of the forward 
mark during the inflation. Generally speaking, even the his- 
torical description of the post-war j)eriod is, however, })atchy, 
except for the more recent years, which arc covered by the running 
commentary of the contemporary financial Press. 


(5) GAPS IN INFORMATION ON TIIK TECHNICAL ASPECTS 
OF FORWARD EXCHANGE 

There is, unquestionably, a large volume of technical information 
available upon the working of the Forward Exchange market. 
Even in this respect, however, the material is far from adequate. 
There is, it is true, a large volume of useful material dealing with the 
arithmetic of Forward Exchanges, and with the details of the working 
of the market. The technique of the various types of operation is 
discussed in detail by general text-books on Foreign Exchange, l)ut, 
while some points are repeated to boredom, others — such as opera- 
tions in short against long forward, or the working on the cross 
forward rate, for instance — are neglected. As for the various hand- 
books for Cambists, whose task is supposed to be to provide practical 
details of Foreign Exchange markets all over the world, they seem 
to have forgotten Forward Exchange completely. Such handbooks 
may be invaluable to those who seek to convert Siamese ticals into 
Abyssinian talari through, let us say, the intermediary of Venezuelan 
bolivianos, but they provide no information upon the organisation 
and usage of the various Forward Exchange markets. Even the 
practical text-books which devote a chapter or two to Forward 
Ex(?hangc do not go sufficiently into technical details. As a rule, 
they fail to analyse many fine technical points, such as the multi- 
plicity of Interest Parities, the reciprocal effects of acceptance 
credits and forward rates, and many other points on the borderline 
between theory and technique which could and should be dealt with 
by practical specialists. Thus, although literature on the technical 
^ A Tract on Monetary liejorm, p. 117 et seq. 
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aspects of Forward Exchange is well developed, many blank spaces 
remain. 

(0) STAOXATION OF THE THEORY OF KOUVVARD EXCHANGE 

X^pon the theoretical aspects of Forward Exchange, everybody 
who ever writes on the subject or reads about it will owe a great 
debt to Mr. Keynes. He has played the same part in the literature 
on the theory of Forward Exchange as Goschen played in the 
literature on the theory of Foreign Exchange in general. His 
article in the Manchester Giiardian Reconstruction Supplement, 
and his classical Part IV of Chapter 111 in his Tract on Monetary 
Reform constitute a landmark both in the literature on Forward 
Exchange and in the evolution of the theory of the subject. Even 
though he was working at a disadvantage compared with the 
Central European economists, who had the experience of many 
decades at their disposal, he easily eclipsed all other writers on tlie 
subject. Siiuje 1923, English and Continental literature on Forward 
Exchange has virtually subsisted upon the material provided by 
Mr. Keynes. A few exceptions apart Air. R. G. Hawtrey is one of 
them- nobody lias sought to develop the theory of Forward 
Exchange any further. And yet, Mr. Keynes did not say the last 
word on the subject ; indeed, with his main interest focussed on 
broader economic problems, he could hardly be expected to explore 
all the avenues of iiKpiiry wliich his writings on Forward Exchange 
have opened up. 

Theoretical economists in general have been remarkably re- 
luctant to follow Air. Keynes’s lead in investigating Forward 
Exchange. Probably their reluctance has been largely due to 
the highly teclinical character of the subje(jt, which presents in- 
mnnerable pitfalls and traps to those who have not a thorough 
knowledge of a vast amount of practical detail. It is probable that 
many economists would have taken the trouble to master these 
details had they but realised the broader imj)lications of the subject. 
Rut most of them liave apparently considered Forward Fxchange 
to be a mere matter of (jommereial arithmetic and, as su(;h, outside 
the sphere of Economics. 

The result is that the theory of Forward Exchange is still more 
or less at the same stage where Mr. Keynes left it in 1923. His 
Interest Parity theory is being stated and re-stated, interpreted 
and misinterpreted, without being developed much further. 

While it has become a commonplace for books and articles on 
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Foreign Exchange to emphasise the dependence of forward rates 
upon their Interest Parities, very little has been said about the 
reciprocal nature of the relations between Interest Parities and 
Forward Exchanges, or about the reciprocal relations between com- 
modity prices and forward rates, to mention only two of the in- 
numerable points. The place Forward Exchange occupies in the 
general economic system has not been ascertained. Indeed, the 
study of the subject has been left largely to the practical specialist, 
who has no adequate academic background to enable him to tackle 
its broad aspects. Theoretical economists, even if they specialise 
in monetary questions, have usually been content to dismiss For- 
ward Exchange in a few perfunctory 2)aragraphs. They seem to 
be entirely unaware that forward rates, through their effect 
upon interest rates, international transfers of funds, gold move- 
ments, trade balances, price levels, etc., constitute an economic 
factor of first-rate importance which they can ill afford to ignore. 
Future generations of students, better etiuippcd than our (ion- 
temporary generation with a knowledge of Forward Exchange, will 
find it difficult to understand that during the post-war decades 
books were written by economists who were anything but su})er- 
ficial, on subjects such as international movements of funds or 
international aspects of interest rates or price levels, without so 
much as mentioning Forward Exchange.^ 


(7) HKsri/r OK inadequate interest in forward exchange 

Whatever may be the reason. Forward Exchange is one of the 
neglected branches of linancial literature. The majoilty of econo- 
mists avoid the subject, if they can ; the majority of bankers leave 
it to their Foreign Exchange dealers ; as for the general public, they 
regard Forward Exchange as something deeply mysterious and 
infinitely (complicated, like Relativity, and consider it futile even 
to try to understand the working of the system. 

The practical results of this lack of interest in Forward Excluinge 
are that proposals such as that of Mr, Keynes for the operation of 
Central Hanks in the Forward Exchange market are ignored or 

^ In this ivspoct tho omission in tho case of standard works such as Karin 
Kock's N7//d// of Interest Hates, Ivoracn's International Capital Movements, Prof. 
James An^'clFs of International Prices, is partieiilarly glaring, for in otiior 

respects they cover their subjects with painstaking thoroughness. The tirst- 
imailioned hook makes, at any rate, some casual references to Forward Exchange, 
but tho author is oviilontly luiaware of its inlluence on interest rates. 
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side-tracked without even being adequately discussed ; that the 
Bank for International Settlements and many Central Banins abstain 
altogether from operating in Forward Exchanges ; that the few 
Central Banks which are not afraid to deal in Forward Exchanges 
either make serious blunders, or — at best — they do the right thing 
by mere accident and for the wrong reason ; and that such dis- 
cussion as takes place upon the role of the authorities in relation to 
Forward Excjhange is largely futile. The arguments usually run 
at cross-purposes, without due discriiiiination between intervention 
as a matter of commercial policy or monetary policy, between 
intervention in normal or abnormal times, as a matter of routine 
or as an exceptional measure. 

(H) WHY FORWAllD EXCHANGE SHOULD BE STUDTED 

The object of this book is to fill at least some of the gaps in 
the material available for the study of the Forward Exchang(?, 
and to indicate the directions in which further exploration might 
fruitfully be pursued. There is indeed ample scope for original 
research for the student of statistics, for the economic historian, 
for the practical specialist conversant with te(;hnical details, and, 
last but not least, for the theoretical economist. They should not 
be deterred by the ap()arent narrowness of the field wJiic^h the 
subject covers. The more thoroughly one inquires into it, the 
more its various aspects broaden. Nor is the subjet^t beyond 
the reach of the general reader interested in financial problems. 
Unquestionably it is a complicated subject, but there is nothing in 
it that could not be grasped witli a little concentration by anyone 
of an average knowledge of finance and of average intelligence. 
Nor is the subject nearly as dull as it is generally supposed to be. 
With a little imagination it is possible to discover even material 
for human interest in it. The epic of the fight for the franc in 
1924- 2fi; the tragedy of the mark in 1923; the comedy of the 
bear squeeze in Berlin in 1894; the “gold mystery” of 1891 ; 
and many other episodes in the history of Forward Exchange are 
likely to appeal to the dramatic sense of some readers. Others may 
derive intellectual pleasure from the innumerable fine technical 
points and the almost infinite variety of situations discovered 
through the investigation of the technico-thcoretical aspects of 
Forward Exchange. Others, again, may find satisfaction in the 
exploration of the fundamental implications of Forward Exchange. 
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Although economists and Foreign Exchange dealers alike may find 
it difficult to believe this, there is such a thing as a Philosophy of 
Forward Exchange, capable of providing ample food for profound 
thinking. And there is also such a thing as a Metaphysics of For- 
ward Exchange, providing ample material for the over-sophisti- 
cated. indeed, few other subjects oiler so much opportunity for 
indulging in futile discussion as to whether the first hen preceded 
the first egg. 

The apparently narrow subject of Forward Exchange is in 
reality so vast that no single individual can possibly cover more 
than a small part of it, even if he were to devote his whole life to it. 
I am rather afraid, therefore, that much of the Terra Incognita 
will be left unexplored by this volume. Enterprising explorers will 
find ample opportunity to break new ground. 



CHAPTER II 


SCOPE OP THE BOOK 

(1) SOURCES OF INFORMATION 

In attempting to remedy some of the defieiencies of the literature 
on Forw ard Exchange indicated in Chapter ! , I luive found ample 
confirmation of the old-established rule that it is easier to criticise 
than to construct. The task of providing the material that is 
rccpiired for an understanding and discussion of Forward Exchange 
is indeed immense. The ground is unexplored to a very large extent, 
and it will lake the cumulative efforts of many theoretical and 
practical experts to complete its exploration. One of tlic objects 
in writing this book was to facilitate the task of others who may seek 
to explore the subject. To that end 1 have compiled an extensive 
bibliography of the literature of Forward Exchange. This biblio- 
graphy includes, in addition to the well-known names, some names 
of continental autliors which are liardly known oven in their own 
countries. Other foreign names are household words abroad but 
are unknown to British and American students unacciuainted with 
foreign languages. Others, again, may convey a great deal to 
students of the liistory of general economic theory but may mean 
nothing to specialists in Foreign Exchange. 

The footnotes in various chapters, like the bibliography, are also 
designed to give ample indication of the sources available to those 
who want to carry the research further. In my efforts to disc^over 
these sourcjes I was greatly assisted by the pedantic (lerman habit 
of referring to the sources of information as frequently as possible. 
In the past this habit has caused me mild amusement, but having 
discovered its usefulness I decided to adopt it — within reason - in 
this book, especially in the historical sections. 

(2) HISTORIOAE MATERIAL 

My next task was to lill the gaps in the history of Forward 
Exchange. As far as pre-war history was concerned I had to 

12 
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proceed on almost entirely unexplored ground, but was lucky enough 
to discover ample material. If this book does nothing else it will 
certainly dispose of the belief, popular in English literature, that 
Forward Exchange was a post-war invention. 

The historical sections of this book come under four headings : 

1. The history of the evolution of the Forward Exchange market 
as an institution. 

2. The history of the evolution of the theory of Forwaid 
Exchange. 

3. The history of the movements of Forward Exchange rates. 

4. The history of the attitude of Central Banks towards Forward 
Exchange. 

Those who may feel that, for a book whicli claims to deal 
primarily with the theoretical aspects of Forward Exchange, the 
space allotted to history is disproportionate, should bear in mind 
that many tlieoretical conclusions could be reached only through a 
historical approach. In part, the lack of historical material has 
probably been responsible for the inadequate understanding of 
Forward Exchange. It was necessary, of course, to strike a mean 
between two extremes— the one a voluminous mass of liistorical 
background (itself a term which can be liberally interpreted) 
and the other a mere unrelated description and analysis of the 
present-day system of Forward Exchange, just as if the whole 
system had been created overnight. 


(3) EVOLUTION OF FORWARD EXCTFANCSE 

In the historical account of the evolution of the Forward 
Exchange Market as an institution I have attemi)ted to show how, 
when and why Forward Exchange has developed. In this respect 
my conclusions are largely a matter of conjecture, as 1 was unable to 
discover any comjrete material concerning Forward Exchange before 
the late seventies of the nineteenth century. That such material 
exists is highly probable, and the student with enough time and 
patience should be able to discover much original data. Nor can I 
claim that the material 1 have collected about the development of 
Forward Exchange during the last few pre-war decades is anything 
like complete. It leaves a wide scope for future research — researcih 
of a kind which can be undertaken really successfully only in the 
countries concerned. The material which T propose to give. 
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although far from complete, is sufficient to indicate the high degree 
of development attained by the system of Forward Exchange long 
before the war. 

Material concerning the post-war developments of the Forward 
EJxchange market is, of course, more easily accessible than pre-war 
material. Nevertheless there are a number of gaps in the scattered 
literature on the subject which I have had to fill by collecting 
material from bankers and Foreign Exchange dealers who were 
closely connected with the market during the period of post-war 
currency chaos. It was necessary to provide a bird’s-eye view of 
post-war history of the Forward Exchange market. This is one of 
the innumerable subjects which those connected with it imagine 
they know thoroughly, and yet when it comes to going into its 
details the shortcomings of human memory soon become evident. 
This is true even of developments in recent years, so that no apology 
is needed for a chronicle of recent events, even though the contents 
of the last chapter in Part 11 may be familiar to those who have 
followed the Foreign Exchange market closely since 1931. 

(4) PRESENT ORGANISATION OF TTIE MARKET 

The historical account of the evolution of the Forward Exchange 
market in Part II is followed in Part 111 by a description of its 
present position and organisation. In this respect my main task 
was to co-ordinate into a comprehensive system the material pro- 
vided by practical experts on the subject, and to fill the numerous 
gaps which, for considerations of space, their writings had to leave. 
The nature of the various causes that give rise to Forward Exchange 
operations has been examined closely. This involved the discussion 
of a large volume of details on the role of trade, foreign investment, 
foreign short-term funds, and of every kind of arbitrage and specula- 
tion, in the Forward Exchange market — details which do not, 
strictly speaking, belong to the sphere of theory. It would be 
impossible, however, for anyone to embark upon the examination 
of the theoretical aspects of Forward Exchange without having 
first an adequate knowledge of its practical aspects. It was, more- 
over, advisable to begin with the comparatively simple historical 
and practical material before proceeding to the highly complicated 
theoretical material. 

Even though this part of the book deals with material already 
covered in part by practical writers on the subject, there still re- 
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mained a good deal to be said, for many points of importance have 
so far been discussed only cursorily. In dealing with various types 
of arbitrage operations, or with the relations between covered and 
uncovered balances, for instance, I had to break much unexplored 
ground, even though these subjects have been of great practical 
interest ever since Forward Exchange facilities developed. The 
role of foreign investments in the Forward Exchange market also 
required more attention than it had hitlierto received. On the 
other hand, there was relatively little scope for providing original 
material upon commercial and speculative Forward Exchange 
operations without going into minute details unwarranted by the 
theoretical character of the book. Apart from co-ordinating the 
existing material on these subjects, T have confined myself to giving 
various points a new interpretation. There was no need for me 
to touch the arithmetic of Forward Exchange, for it is amply dealt 
with by existing text-books on Foreign Exchange. 


( 5 ) TTTE INTEREST PARITY THEORY 

Strictly speaking, the next task should have been to give a 
histori(;al account of important or characteristic Forward Exchange 
movements. After some hesitation, however, T decided to proceed 
at once from a history of the Forward Exchange market, and a 
description of its ])resent organisation, to a discussion of the theory 
of Forward Exchange, thereby deferring the historical account of 
Forward Exchange movements. My object in choosing this method 
was to enable me to explain the Forward Exchange movements in 
the light of my conclusions on the theory of Forward Exchange. 
Possibly my clioice of this method in preference to the inductive 
method may lead some to suggest that 1 have fitted my facts to 
my tlieories. In reality, the difference from this point of view 
between inductive and deductive methods is grossly exaggerated. 
It is equally possible to work on preconceived conclusions by both 
methods. It is not the method but the impartiality and intellectual 
integi’ity of the authors that counts. 

The theoretical section proper is introduced by an account of 
the evolution of the theory of Forward Exchange from the ’eighties 
to the present day. This is followed by a detailed examination 
of the classical Interest Parity theory which up to the present has 
been practically the only theoretical explanation of the movements 
of forward rates. Although it has existed in a primitiv'^e form ever 
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since tlie early days of dealing in J^^orward Exclianges, notJiing has 
so far been ])ublished about the method of ascertaining what 
Interest Parities really arc. 1 have attempted to make good this 
important omission, with the aid of the statistical material pub- 
lished in the Appendices. Other important questions — such as the 
exact way in which Interest Parities affect forward rates, for 
instance — also required a close re-examination. 

(0) NEW THEORETICAL MATEIUAL 

Above all, I have endeavoured to draw attention to the one- 
sided interpretation which has hitherto been generally given to the 
Interest Parity tlieory -an interpretation which lias given rise to 
a popular misconception that has had far-reaching practical conse- 
quences. 

One of the main aims of the book is to stress the reciprocal 
character of relations between Interest Parities and forward rates. 
The fact that not only are forward rates influenced by Interest 
Parities but that Interest Parities are also apt to bo considoraJily 
influenced by forward rates has in the ])ast been almost entirely 
overlooked. The effect of forward rates upon interest rates is by 
no means negligible even in relatively normal conditions, but the 
effe(;t becomes all-important in abnormal conditions such as pn?- 
vailcd in Prance, for instance, during tU). The realisation of 
the reciprocal character of relations between Interest Parities and 
forward rates is fundamental to an understanding of the broader 
implications of Forward Exchange, and to the formulation of a 
correct Forward Exchange policy by the authorities. 

This principle of rccijirocity is stressed also in other contexts. 
In particular, stress is laid upon the rc(;iprocal relationship between 
price levels and forward rates. To a very considerable extent 
both the Forward Exchanges themselves and their Interest Parities 
are determined by the Purchasing Power Parities of Exchanges. 
This aspect of the theory of Forward Exchange has been com- 
pletely ignored until quite recently, and such rudimentary attempts 
as have been made to draw attention to it required a thorough 
revision to make them acceptable as a useful contribution to the 
Theory of Forward Exchange. 1 have endeavoured to indicate 
the circumstances in which the Purchasing Power Parities affect 
the Interest Parities and forward rates, pointing out at the same 
time the numerous limitations of this tlieory. The theory of 
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reciprocity is applied also to the relations between trade balances 
and forward rates, and between international lending and forward 
rates. I have endeavoured, throughout the chapters dealing with 
these aspects of the subject, to make it plain that forward rates 
do not constitute a mere passive factor but are themselves capable 
of influencing various important factors of the economic system. 

In the light of a close examination of the working of the 
Interest Parity theory, it has become necessary to revise the whole 
theory of international gold movements. To a hitherto unsuspectcMl 
extent, the effect of Bank rate changes on gold movements depends 
upon the rapidity with which forward rates adjust themselves to 
their changed Interest Parities. 

Although the main purpose of the theory of Forward Exchange 
is to explain the movements of forward rates, an adequate theo- 
retical investigation must (;over (|uestions which have hitherto been 
considered to be mere matters of technical detail, such as the 
relation between gold points and forward rates, between spot and 
forward rates, and the relation between long and short forward 
rates. 


(7) JllSTORV OF FORWARD EXCHANOK MOVEMENTS 

The history of the principal Forward Exchanges since the war 
is covered in Part V. ^ly interpretation of the various character- 
istic movements of the rates is supported by statistical material 
the absence of w'hich in the past must have made the rational dis- 
cussion of Forward Exchange movements difficult if not impossible. 
The extent to whi(^h there have been parallel movements of forward 
rates and their various Interest Parities has been illustrated by 
three charts, and the frequent divergencies from parallel are 
interpreted in the light of the conclusions reached in the previous 
(theoretical) section of the book. 

I am particularly anxious that this book should encourage 
further research into the nature of Forward Exchange. To that 
end, I have endeavoured to provide relevant statistical material 
in an easily accessible form. Jn the appendices the reader will 
find tables showing weekly quotations of the principal Forward 
Exchanges since 1021, and also their monthly Bank Bate Parities, 
Discount Rate Parities, and (^all Money Bate Parities. In the case 
of the forward dollar I have worked out also an experimental 
parity between the Jjondou discount rate and the New York time 

c 
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money rate. Even though this material is far from being sufficient 
to enable the future research worker to raise the study of Forward 
Exchange to the level of an exact science, its publication will, I 
hope, encourage the various statistical departments to establish 
more detailed records. 

(8) CENTRAL banks’ ATTITUDE 

In the next section of the book detailed material is provided 
concerning the Forward Exchange operations undertaken by 
the various Central Tianks. In this respect, too, a great deal of 
the material is entirely new, at least so far as the English economic 
literature is concerned. It will come as a surprise to most ])eople 
to learn that many years before the war the Austro-Hungarian 
Bank pursued a Forward Exchange policy which bore a close re- 
semblance to the proposals made by Mr. Keynes. Nor is it generally 
realised, even by those who knew the facts of recent French mone- 
tary history, that the Bank of France, of all Central Banks, put 
Mr. Keynes’s proposals into operation in H)27-28. These and other 
instances in which Central Banks operated in Forward Exchanges 
should be studied by those who want to form an opinion u])on 
whether Central Banks could or should operate in Forward 
Exchanges. 

On the basis of the historical material about the various types 
of Forward Exchange operations undertaken in the past by (Central 
Banks, I have proceeded to examine the arguments for and against 
undertaking those various types of operations. In particular the 
question whether Bank rate policy should be supplemented by 
forward rate policy is examined in detail. My conclusion is that, 
since the role of the Bank rate policy to regulate the inter- 
national movements of funds frequently conflicts with its role of 
regulating internal trade, its application should be confined to 
internal purposes. International transfers could be regulated 
by a forward rate policy of the pattern advocated by Mr. Keynes 
and applied by the Austro-Hungarian Bank and the Bank of Fran(^e. 
A case is made out also in favour of a forward rate policy to be 
pursued solely for increasing the efficiency of the orthodox Bank 
rate policy. Under the existing system, it is left entirely to chance 
to what extent the behaviour of forward rates neutralises or 
reinforces the effect of Bank rate changes upon arbitrage transfers 
and upon the amount of foreign credit availments. 
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(9) CONCLUSIONS 

In the concluding section, the broader aspects of Forward Ex- 
changes are once more examined, with the object of ascertaining 
the part they play in the general economic system. In particular, 
an attempt is made to reconcile the isolationist and internationalist 
conceptions of Forward Exchange, and to prove that intervention 
can serve the object of cither an isolationist or an internationalist 
monetary policy. Finally, the future prospects of the Forward 
Exchange system are examined. 

It is to be hoped that the material thus provided will prove 
useful to students engaged in research ; to the practical banker 
well acquainted with technical detail but without an adequate 
realisation of the broader implications of Forward Exchange ; to 
the academic economist interested in its fundamental aspects but 
afraid of technical details ; and above all to those with whom the 
management of monetary policy rests. It is to be hoped that the 
material provided by this book, and to be provided by those who 
follow up the avenues of research indicated by it, will deprive 
the monetary authorities of any excuse for ignoring Forward 
Exchange. 



CHAPTER HI 


DEFINITIONS 


(1) PRELIMINARY REMARKS 

In discussion of a difficult and complicated subject it is essential 
that the possibility of misunderstanding should be reduced to a 
minimum. To that end it is very desirable that all books of this 
kind should devote a chapter to definitions giving the precise 
meaning of the terms employed. This is an advantage from the 
point of view of authors and readers alike. It makes an author 
stick to his definition througliout the book and saves him from 
many an ambiguity. From the reader’s point of view the provision 
of a kind of vocabulary of the terms the author uses is naturally 
welcome ; for even though the author may give precise definitions 
as and when each term arises, it is not always easy or (convenient 
to find these definitions when they are needed. TIkc inclusion of a 
separate chapter makes this task much easier. From the ])oint of 
view of critics, the advantage of such a chapter of definitions is 
that it minimises the possibility of arguing at cross purposes. 

As a rule T have endeavoured to use the various terms in their 
generally accepted sense. In some instances, however, I considered 
it advisable, mostly for pracctical considerations, to depart from 
this rule. In other instances, where no adequate terms existed, I 
have had to coin them, but I have done so only where it was 
inevitable. I did not wish to add a forjnidal)le terminology to the 
existing difficulties of the subject, having no deshe to emulate 
Professor Knapp, who has made life difficult for generations of 
German students. 

But let us now proceed with the definitions. 


(2) FOREKIN EXCUiANOE 

Foreign Exchanges, in the concrete sense of the term, are 
means of payment and instruments of short-term credit expressed 
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in terms of the currency of another country. They include actual 
notes, cheques, bills of exchange and balances in foreign currencies. 
In many foreign languages there is discrimination between Devisen 
and Valuta (the former includes foreign drafts and transfers while 
the latter refers to foreign notes) but in English they arc all included 
under the heading of Foreign Exchanges. During the nineteenth 
century, foreign notes and bills were the principal kinds of Foreign 
Exchanges, but in more recent times they have been displaced 
almost completely by transfers of bank credit. Thus, except in the 
chapters dealing with the early history of Forward Exchange, the 
term Foreign Exchanges will refer to telegraphic or telephonic 
transfers. 

In the abstract sense of the term. Foreign Exchange means 
the process or system of conversion of one national currency into 
another. 

Exchange Rates, unless otherwise indicated, are the middle 
figures between buying and selling rates (pioted at a given moment 
for transfers. 


(3) FORWARD AND SPOT EXCHANGES 

Forward Exchangks are Foreign Exchanges bought or sold 
for future delivery (hence the American name futures ”) against 
payment on delivery. The actual means of payment which are 
the subject of forward transacjtions arc nowadays (jonfined almost 
exclusively to transfers (not necessarily to telegra])hic or telephonic 
transfers, for exc^ept in forward deals for very short })erio(ls there is 
always ample time to make the actual transfer by mail, even if the 
deal was concluded by trunk call or the exchange of (tables), though 
there is still a (certain amount of business transacted in bills for 
forward delivery, and occasionally even in notes for forward de- 
livery. Although these latter iransac^tions are at present quite 
unimportant both from a theoretical and from a practical point 
of view, they should nevertheless be im^luded in the definition of 
Forward Exchanges, for during the earlier phase of the evolution 
of the l<\n;ward Exchange market dealing was confined at first to 
notes and subsequently to notes and bills. In the abstract sense 
of the term. Forward Exchange means the process or system of 
buying or selling Foreign Exchange for future delivery. 

Spot Exchanges are Foreign Exchanges bought and sold for 
immediate delivery and paid for on delivery. Tmiuediate de- 
livery ” means delivery two days after the conclusion of the deal. 
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It is now a general rule that spot exchanges have to be delivered 
on the morning of the second day following the conclusion of the 
deal. Thus, strictly speaking, a spot deal is really a forward deal 
for two days. 

Forwakd Rates are the difference between the prices of 
Foreign Exchanges for spot and for forward delivery at a given 
moment. In this respect my definition differs from the general use 
of the term. Several authors call this rate tlie “ forward margin ”, 
“ swap margin or ‘^swap rate”, while their definition of forward 
rates is the figure representing spot rates plus or minus the “ forward 
margin ”. In reality, since Forward Exchanges are usually cpioted 
not in terms of their actual price but in terms of their premium or 
discount on the spot lates, it is admissible to consider the figures 
of this premium or discount to be the forward rate. Thus if the 
spot franc is (pioted at 105 and forward francs arc at a discount of 
2 francs for three months, then the “ discount of 2 francs ” is, 
according to my definition, the forward rate, and 107 (105 -1 2) may 
be called, to avoid misunderstanding, the forward price. This last 
term may be inadecpiate, but it serves its purpose. 


(4) rREMIUM AND DTSCOONT 

Premium and DisroriNT. If a Forward Exchange is worth 
more than the corresponding spot exchange it is at a premium ; if 
it is worth less than the spot exchange it is at a discount. In 
English the term ‘‘ premium ” is used in the Exchange .Market in 
two different senses. It may indicate either the premium upon 
Forward Exchange against the spot exchange or tlie premium of 
spot exchanges compared with their Mint i)aritics ; discount ” 
may mean either the discount on the Forward Exchange against 
spot exchange or the discount of spot exchange against its Mint 
parity. In continental languages there is a discrimination between 
agio and report on the one hand and dimgio and deport on the other. 
Agio and disagio mean the discrepancy between Mint parities and 
spot exchanges ; report and deport mean the discrepancy between 
spot and forward exchanges. In English, “ premium ” may be eitlier 
a^io or report, and “ discount ” may bo either disa/po or deport. 

As in this book we are concerned with the relation between spot 
and Forward Exchanges, we shall use the terms Premium and 
Discount solely in that context. On the few occasions when the 
relation between spot exchanges and their gold parity is referred 
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to, it will be made plain that Premium and Discount are used in 
that sense. 

(5) INTEREST PARITIES 

Interest Parity is the difference between short-term interest 
rates prevailing in two centres. It is essential that this term, which 
at present is not in common use, should become part of the everyday 
vocabulary of those discussing exchanges. In the absence of such 
a generally accepted term, the annual report of the Dank for 
International Settlements had to refer to “ the normal spread 
corresponding to the difference in short-term interest rates between 
the markets concerned Sixteen words are used where two would 
be ample. Since the difference between Interest Rates consti- 
tutes the equilibrium rate of a Forward Exchange, there is every 
justification for calling it its Parity, even though it has no concrete 
existence similar to that of the Mint Parity. 

Dank Ratk Parity is the most primitive form of Interest 
l^arity, representing the difference between the official rediscount 
rates in the centres concerned. 

Deposit Rate Parity is the difference between the rates allowed 
on time deposits in two centres. The rates taken are those allowed 
by bankers to bankers. Its exact definition is again highly com- 
plicated, and in praiitice it is most difficult to ascertain its figure. 

Discount Rate Parity is the difference between the market 
rates of discount for bank bills or Treasury bills in two centres. 
Since short-term funds can be invested also in other types of bills, the 
difference between other bill rates may at times be also of importance 
from the point of view^ of forward rates, but, unless otherwise 
indicated, l)iscount Rate Parity means the difference between rates 
for fine bank lulls. 

Call Money Parity is the difference between short-loan rates 
in two centres. There are various types of short loans in the 
market and it is often difficult to find the exact equivalent of a 
certain type in another market. It is possible to distinguish betw^een 
call money parity, Stock Exchange loans parity, etc. 

Theoretical Interest Parity is the difference between the 
average short-term interest rates in two centres. This average 
should be calculated largely on the basis of interest rates wdiich are 
apt to attract foreign funds, but purely domestic interest rates 
should not be left altogether out of this calculation. 

^ Report of the Hank for International Sc^ttlements, 1935-36, p. 17. 
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(6) DISCREPANCIES 

Overvaluation and Undervaluation of Forward Exchjinges 
mean the existeiuje of a discrepancy between Interest Parities and 
forward rates. At present the terms Overvaluation and Under- 
valuation are employed only in connection with the discrepancy 
between spot rates and their Purchasing Power Parities. Since 
this subject will also be dealt with in this book, to avoid misunder- 
standing it will be made plain on every occasion when tlie terms 
are used whether overvaluation or undervaluation is in relation to 
Purchasing Power Parities or Interest Parities. 

Forward Exchanges are undervalued against their Interest 
Parities when (I) the discount is wider than w'ould be justified on 
an interest basis ; (2) the ])remium is narrower than would be justi- 
fied on an interest basis ; (3) there is a discount when on an interest 
basis there should be a premium ; and (4) there is a discount when 
there should be no disparity at all. 

Forward Exchanges arc overvalued agaiT\st their Interest 
Parities when (1) the premium is wfider than would be justified on 
an interest basis ; (2) the dis(;ount is narrower than w^ould be 
justified on an interest basis ; (3) there is a premium when there 
should be a discount ; and (4) there is a premium when there slunild 
be no disparity at all. 


(7) INTEREST ARBITRAGE 

Interest Arbitrage consists of the transfer of balaruies from 
one centre to another for the purpose of profiting by the flifference 
in the yield on short-term investment. It combines a Foreign 
Exchange transaction with short-term investment. If Interest 
Arbitrage is effected between the centre of the arbitrageurs and a 
foreign centre, it is bilateral arbitrage ; if it is effected between two 
foreign centres — for instance, if French holders of sterling trans- 
ferred their funds from J^ondon to New^ York for the sake of the 
higher yield — then the operation is triangular arbitrage. A much 
more important distinction is between covered and uncovered 
Interest Arbitrage. In the former, the excjhange risk attached to 
the investing of funds in the foreign centre is covered, while in 
the latter it is left uncovered. In covered Interest Arbitrage, the 
cost of or profit on the swap (i.c. the loss or gain on a combined 
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purchase of spot exchange and sale of forward) is deducted from 
or added to the yield of the funds in the foreign centre. Another 
important distinction is between Active and Passive Interest 
Arbitrage. If arbitrageurs take deliberate action to transfer funds 
from one centre to another for the sake of the difference in the 
yield, the transaction is Active Interest Arbitrage. If they merely 
allow funds to accumulate in some centre as a result of their trans- 
actions with their clients, then it is Passive Interest Arbitrage. 


(8) TRA>fSFER AND LOAN POINTS 

Transfer Points are the rates at which it becomes profitable 
to take action in order to transfer funds from one centre to another 
for the sake of higher yield with the exchange risk covered. It is 
hardly worth while for a bank to undertake active Interest Arbi- 
trage involving work, to lose the “ turn ”, immobilise to some 
extent sonic of its funds, and take a sliglit risk, all for the sake of 
an additional yield of, say, one-eighth per cent ])cr annum. The 
minimum discrepancy in yield wdiicli induces banks to undertake 
tlie deliberate transfer of their funds for the purpose of Interest 
Arbitrage varies widely, but as a general rule funds are not trans- 
ferred by big banks on a large scale unless there is a profit of about 
one-hal f })er cent per annum . The rates representing an overvaluation 
or undervaluation of the f orward rates against their Interest Parities 
amounting to one-half per cent may be regarded therefore as their 
Transfer Points. I^assive Interest Arbitrage does of course occnir 
whil(' the forward rate is within its Transfer Points, but if the dis- 
crcjiancy is very small it is hardly worth whih^ to accumulate funds 
in a foreign (;entr(\ 

liOAN Points are the forward rates at wliich it becomes advan- 
tageous for arbitrageurs, exporters, or tJiose desirous of hedging 
against th('. depreciation of a currency to borrow in the foreign 
centre coiuerned, as an alternative to selling Forward Exchange, 
because the cost of the forward operation exceeds that of the loan. 
Thus, if the forward franc is 8 per cent per annum, while it is 
possible to borrow in Paris at 6 per cent, British exporters having 
to receive francs at a future date find it more advantageous to 
borrow the francs, sell them, and repay the loan subsequently out 
of the proceeds of tlieir exports. For arbitrageurs, loan points re- 
present the rates at which it becomes profitable to borrow in a 
foreign centre for the purpose of using for swap transactions the 
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spot exchange thus obtained. The Loan Points vary according 
to the type of credit used. 

(9) COVERING AND HEDGING 

Covering the Exc^hange Risk means the acquisition or sale 
of foreign currencies to fix in terms of the national currency the 
amount receivable or payable at a future date. Thus a covering 
operation can arise only where there is a definite payment in foreign 
currency maturing at some future date. The covering operation 
provides a safeguard against the direct risk involved in exchange 
fluctuations. 

Hedging in general may be defined as consisting of deliberately 
taking a speculative risk in order to offset a bigger speculative 
risk. Hedging against exchange fluctuations is the Forward Ex- 
change operation by which we safeguard against indirect loss arising 
from the depreciation of a foreign currency. The difference between 
covering and hedging is that in the former we safeguard ourselves 
against loss on some definite payment to be made or received, 
while in the latter we safeguard ourselves against the depreciation 
of assets brouglit about by the depreciation of the exchange. Thus 
an exporter of 15ritish goods to France who will receive francs in 
three months’ time covers against the exchange risk by selling the 
francs forward. On the other hand a British buyer of French goods 
may hedge against the loss he would suffer in terms of sterling 
through tbe fall in the sterling price of the French goods, (caused 
by the depreciation of the franc. 

(10) EXCHANGE POSITIONS 

Exchange Positions arise when there is a difference between 
the amount of foreign currencies owned or receivable by a bank, 
firm or individual under definite contracts, and the amount of the 
same currencies payable by them under deiinite contracts. If the 
amount held or receivable in foreign currencies is not covered by 
forward contracts, then the firm in question has a long position in 
the currencies concerned. If the amount payable in foreign cur- 
rencies is not covered by forward contracts, then the firm in 
question has a ^short position in the foreign currencies concerned. 
So long as the totals receivable and payable are balanced, however, 
no position can arise, even though the payments to be received 
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and to be made are not synchronised. Discrepancy between 
maturity dates creates a commitment but not a position. 

Bear and Bull Positions are short and long positions de- 
liberately created for speculative purposes, either by Forward Ex- 
change operations or by borrowing abroad and selling spot ex- 
change. If a merchant leaves the exchange on his imports or 
exports uncovered, he creates a short or long position, but not a 
bear or bull position. 


(11) SUNDRY DEFINITIONS 

Forward Dealing in Discounts constitutes fixing in advance 
the discount rate for bills to be delivered at a future date. It safe- 
guards holders against the risk of a rise in the Bank rate. Such 
transactions supplement forward operations in bills designed to 
reduce exchange risk on bills to be delivered at a future date. 

Foreign Balances, in the broader sense of the term, include 
not only current account balances but also sight deposits, deposits 
at notice, fixed deposits, holdings of bills, funds invested in the 
short-loan market, and even funds invested in easily realisable 
securities. 

Purchasing Power Parity is the ratio between the internal 
j)urchasing power of two currencies. The exact meaning of the 
term is highly controversial, and its loose definition has caused much 
misunderstanding in the past. Here, however, we need not be more 
precise, siiu^e we are (joncerned only with broad tendencies in for- 
ward rates to move in the direction of their Purchasing Power 
Parities, tendencies brought about by divergencies of spot ex- 
(diangcs from tlieir equilibrium levels, and i'rom this point of view 
it is immaterial which interpretation of the term is correct. 

Swap Transactions are the purchase or sale of spot exchanges 
against the sale or purchase of Forward Exchanges. In a broader 
sense the term can also be used to cover the purchase or sale of short 
Forward Exchanges against longer Forward Exchanges, but unless 
otherwise indicated the term will be used in this book exclusively 
to indicate spot-forward operations. 

Swap and Deposit transactions combine the buying of spot 
exchanges against Forward Exchanges and the loan of the foreign 
currency thus obtained to the foreign banks concerned. Thus if 
an English bank buys spot reichsmarks and sells them for three 
months’ forward delivery it will have the use of reichsmarks lor three 
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months, while the German bank concerned will have the use of 
sterling for three months. As a result of the Swap and Deposit 
transa(^tion, the German bank will have the use of both sterling and 
reichsmarks for three months. 

Transfers, unless otherwise indicated, mean the acquisition 
(d' a foreign balance by individual buyers. They need not neces- 
sarily involve the change in the volume of funds in the two centres 
concerned, only the change of the ownership of the funds involved. 
It is only if the transfers are on a sufficiently large scale to give 
rise to gold movements or official exchange operations that they 
bring about a decline or increase in the total volume of funds in the 
centres concerned. 

Cross Ratvi is the rate between two foreign currencies calculated 
on the basis of their quotation in a third centre. Thus when we 
talk about the franc-dollar cross rate we mean the ratio between the 
London quotation of the two currencies. It need not necessarily 
be identical with the dollar rate in Paris or the franc rate in New 
York, and when there is a discrepancy it gives rise to exchange 
arbitrage. 

Cross Pokward Rate or Forward Cross Rate. While the 
cross rate is the ratio between two spot rates in a third centre, the 
cross forward rate is the ratio between two forward rates in a lhii*d 
centre. 

Forward Exchange Policy is the set of principles followed by 
the monetary authorities in their operations in Forward Ex(diange, 
irrespective of the object of the operations. 

Forward Rate Potjcy is one paiticndar type of Forward 
Exchange Policy, aiming at influencing the international move- 
ments of funds by means of regulating forward rates. 
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CHAPTER IV 


THE ORIGIN OP FORWARD EXCHANGE 

( 1 ) LA(^K OF CONCRETE INFORMATION 

The majority of the systems and institutions that form part of the 
international finaneial apparatus as we know it today have developed 
by a gradual jiroccss. Their origin cannot be traced to some 
definite, or even ajiproximate, date. They were not the invention 
of any particular individual, but came into existence through the 
coincidence of demand for certain facilities and of circumstances 
which made it possible to provide those facilities. This is how the 
system of Forward Exchange came into being. It is impossible 
either to point with even approxiniate accuracy to any date when 
it began or to name any individual or institution responsible for its 
initiation. All we know, or rather assume, is that it originated 
during the nineteenth century, but we are unable to express a 
definite opinion upon whether it w^as the first or the second half of 
that century. 

We are ccpially in the dark about the exact process through 
wliich Forward Exchange became part of the financial system. 
By the time wTiters on financial subjects in Central Europe and 
elsewhere began to take notice of Forward Exchange, the system 
had been in operation for some time, and there is no evidence to 
show when and how^ it had come into existence. It is, nevertheless, 
possible to elaborate a theory about the origin of Forward Ex- 
change, based on the experience of Foreign Exchange markets in 
whicli l^'orward Exchange developed only comparatively recently. 
Admittedly, wo are not altogether on safe ground in inferring that 
the circiumstances of the development of Forward Exchange in 
Vienna and Berlin during the nineteenth century were similar to 
those amid which Forward Exchange developed in other markets 
in more recent times. There are, however, several points in re- 
spect of which the similarity of circumstances can reasonably be 
assumed. 
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( 2 ) DEMAND FOR FORWARD EXCHANGE FACILITIES 

The demand for Forward Exchange facilities arose, not through 
one particular requirement, but through complex influences and 
conflicting requirements. To state that it arose through the 
necessity for traders to cover their exchange risk caused by abnormal 
exchange movements would over-simplify the matter. The desire 
of importers and exporters to safeguard themselves against losses 
arising from the fluctuation of their own currency or that of another 
country is certainly one of the major factors responsible for the de- 
veloi)ment of a Forward Exchange market. Hut it is only one of a 
set of various complementary factors working in the same direction. 

Unquestionably, the development of Forward Exchange is the 
outcome of fluctuating exchanges. I propose to show in the next 
chapter that wherever a currency was subject to fluctuations during 
the second half of the nineteenth century, there was evidence of 
the existence of an active Forward Exchange market. It would be 
incorrect, however, to attribute the development of that market 
solely to the prudence of merchants who were anxious to avoid 
having to gamble on the exchanges. To about the same extent, 
the creation of Forward Exchange facilities was due to the opposite 
influence : to the desire of speculators to gamble on the exchanges. 
It would be idle to attempt to answer the (picstion whether com- 
mercial demand was first in the field, and the market created for its 
benefit was used and abused subsequently by speculation, or 
whether it was speculators who created the market which, once 
in existence, provided facilities also for non-speculativc Forward 
Exchange requirements. In all probability those conflicting re- 
quirements developed more or less simultaneously. At the same 
time, the requirements of arbitrage of various kinds had also arisen 
and had contributed towards the factors making for the develoj)- 
rnent of a F^orward Exchange market. 


( 3 ) WHY LONG BILLS JIAD BECOME INADEQUATE 

In itself the existence of fluctuating currencies would not have 
given rise to a Forward Exchange market. Currencies liavc nearly 
always fluctuated in terms of one another, and yet there is no 
reason to suppose that Forward Exchanges existed before the 
nineteenth century. During earlier centuries general conditions 
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were much less settled, and such exchange risk as existed was 
merely one of the innumerable risks the venturesome souls engaged 
in foreign trade had to take. If any of them wanted to cover 
himself against that particular risk, he was in a position to do so 
by means of long bills on a foreign centre, which were the fore- 
runners of Forward Exchanges. Anyone having to make a pay- 
ment in a foreign currency at a future date was able to buy foreign 
bills in the currency concerned. Anyone expecting to receive pay- 
ment in a foreign currency at a later date could draw a bill in that 
currency and sell it. 

The question we have to try to answer is wliy the necessity 
arose for developing Forward Exchange facilities in addition to 
the existing foreign bill facilities. It must have arisen gradually, 
with the expansion of foreign trade caused by industrialisation and 
by the progress of the international division of labour. During the 
second half of the nineteenth century the volume of foreign trade 
had advanced to a figure many times larger than its volume for 
the first half of that century. At the same time, international 
finance also developed on a perhaps even more extensive scale. 
Banks of different countries acquired the habit of keeping funds in 
terms of each others’ currency. This gave rise to interest arbitrage 
and to the desire to cover these balances against losses through 
exchange movements. Above all, the nineteenth century witnessed 
the development of active stock arbitrage, and this, too, was largely 
responsible for the increase of the demand for convenient facilities 
for covering the exchange risk. With the adoption of the gold 
standard by a number of countries during the last three decades 
of the nineteenth (;entury, bullion arbitrage on an extensive scale 
added to the demand for such fiicilities. 


(4) SUPRKIORTTY OR FORWARD EXCHANGE AS MEANS FOR COVERING 

Why, it may well bo asked, were the facilities provided by the 
foreign bills not sufficient to meet the increased requirements ? 
To answer that question it is sufficient to point to the advantages 
of Forward Exchanges comi)ared with foreign bills as means of 
covering exchange risk. The purchase of long bills requires an 
immediate capital outlay or, alternatively, the contraction of a 
bank loan. Against this the purchase of Forward Exchanges re- 
quires no cash outlay (except in some instances a small deposit) 
and no credit transaction on the part of the buyer. Foreign tra e 
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transactions do not always give rise to bills, or, as Walther Lotz 
pointed out in 1889,' bills are not always of a sufficiently high 
quality to be marketable on advantageous terms. Another reason 
for the need for Forward Exchange facilities was that in many 
instances exporters were desirous of safeguarding themselves against 
exchange risk long before they were in a position to deliver the bills. 
Obviously, Forward Exchange facilities were much better suited 
to their requirements than were foreign bill facilities. In any case, 
bills arc a clumsy and cumbersome instrument for a really large 
volume of turnover. Even though the development of finance bill 
facilities made their market more elastic and adaptable, such 
facilities were by no means unlimited. 

Compared with the facilities of the foreign bill market. Forward 
Exchange definitely represented a higher stage of development. 
The creation of a Forward Exchange market was in keeifing with 
the general tendency of evolution in international finance from the 
primitive to the more advanced system. Forward Exchange came 
into existence to meet the requirements of a progressing inter- 
national financial and commercial organisation. 

(5) PROGRESS OF BANKING SYSTEM 

We have dealt so far with the conditions which created the 
demand for Forward Exchange facilities. Let us now see the 
conditions wliich made it possible to satisfy this demand. The 
fact that the demand for facilities for covering exchange risk prior to 
the nineteenth century was relatively small was not the sole reason 
why Forward Exchange did not exist at that time. The system 
could develop only through progress in banking technique, the 
increase of confidence, and the establishment of closer international 
banking relations. Here again, it would be futile to try to ascertain 
whether the first hen preceded the first egg. Modern banking 
technic^ue, confidence, and closer banking relations developed simul- 
taneously with the evolution of the Forward Exchange market. 
It is evident, however, that the functioning of such a market pre- 
supposed a higher degree of banking organisation than existed in 
the earlier phases of evolution. It is even more obvious that the 
satisfactory working of Forward Exchange was conditional upon 
the existence of a high degree of confidence, both within the market 

^ Walther Lotz, “Die WahrungHfrage in Osterroich-Ungarn unci ihro wirt- 
sehaftlicho und politisehe Bedeutung ”, Schmoller's Jafirbuch, vol. 13, p. 34. 



CHAP. IV 


THK ORIGIN OF FORWARD EXCHANGE 


35 


and between the various markets. The fact that the breakdown 
of confidence in 1931 nearly brought the Forward Exchange market 
to a standstill shows how essential a part the gradual establishment 
of confidence during the nineteenth century must have played in 
making the creation of such a market possible. Lastly, the estab- 
lishment of innumerable links between banks across the frontiers 
during the last decades of the nineteenth century was also an indis- 
pensable condition for the creation of an active Forward Exchange 
market. 

Another question that remains to be ansAvered is whether for- 
ward dealings between bankers and their customers preceded the 
development of an open market in Forward Exchanges. Judging 
by the course of evolution in markets where dealing in Forward 
Exchanges is of relatively recent origin, this was probably the case. 
It is reasonably safe to assume that during the early stages of 
development, the banks, having sold to their customers exchanges 
for future delivery, covered themselves by buAdng spot? Con- 
versely, if they bought Forward Exchanges they covered them- 
selves by selling a corresponding amount of their holding of the 
exchanges concerned, or by selling spot obtained through finance 
bills or other means of credit. It was only at a later stage that an 
open market developed — mostly on the Bourses, where merchants 
and speculators were able to deal in some instances directly without 
the intermediary of banks, and where the banks were able to carry 
out forward operations on account of their customers or on their 
own account. It was only after the development of such open 
markets, in Vienna, Berlin, St. Petersburg and elsewhere, that the 
system began to attract attention, and that Forward Exchange 
operations began to be transacted on a large scale. 


(0) EVOLUTION OE FOREIGN EXCHANGE 

The evolution of dealings in Forward Exchanges from a primitive 
to a more advanced stage was part of the evolution of the Foreign 
Exchange market as a whole. In the early stages. Foreign Ex- 
change dealings, whether for spot or forward delivery, consisted in 
buying and selling foreign notes and foreign bills. It w^as only later, 
towards the end of the 1 9th century, that the sj'^stem of dealing in 
mail transfers began to develop. Until then the Forward Exchange 
market consisted of buying and selling of foreign bank notes and of 
sight bills or long bills for future delivery. Even transactions in 
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bills constituted a relatively advanced stage of evolution ; they 
implied a certain amount of confidence in the bankers and merchants 
of the countries concerned. In the absence of an adequate degree 
of confidence, forward dealing was confined to bank notes. It was 
not until the late ’nineties that dealings in bills displaced dealings 
in notes in the Forw^ard Exchange markets, though note dealings 
survived to a limited extent in certain continental centres until the 
outbreak of the war. The history of the development of mail 
transfers and of telegraphic transfers before the war is too well 
known to require repetition. Although forward dealing in bills 
declined in importance in consequence of the development of these 
new and more convenient facilities, it nevertheless survived the 
changes brought about by the war in the Forward Exchange market, 
and to some very slight extent it exists even to-day. 
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EARLY FORWARD EXCHANGE DEALINGS 
(1) vikmna’s rolk 

Having outlined the general trend of the early evolution of the 
Forward Exchange market, we now may proceed to describe the 
actual development in the various (;entres. Tt seems probable that 
Vienna was the first market where Forward Excliangc dealings 
were transacted on a large scale. A few relatively brief intervals 
apart, the Austrian currency was subject to more or less wide 
fluctuations during the greater part of the nineteenth century. 
Vienna possessed a highly developed banking organisation, and her 
bankers had a reputation for tlieir skill in the art of arbitrage. At 
the same time the foreign trade of the Austro-Hungarian ]\Ionarchy 
was fairly substantial and increasing. Moreover, since tlie capital 
resourc(5s of the country were inadequate, it had to depend very 
largely on foreign capital, and this in itself necessitated covering 
operations. The leading Vienna l)anks had good international 
connections, which facilitated the development of a Forward 
Exchange market. 

It is impossible to indicate even an approximate date as to when 
forward dealings in exchanges l)egan in Vienna. ]\ly^ inquiries in 
this res[)ect, addiesscd to some of the leading Austrian authorities 
on the subject, produced a negative result, and the perusal of old 
volumes of Austrian neAvspapers and periodicals also proved futile. 
The dovelo})ment was probably so gradual that it was imperceptible 
until dealings had assumed a relatively substantial scale, l^’liere 
is coiHU'ete evidence that mark notes were actively dealt in for 
forward delivery on the Vienna bourse throughout the ’eighties, 
but in all probability there were dealings some decades earlier 
when the wars of 1848-49 had led to exchange fluctuations. As 
a rule, the dealings were for the end-of-month settlement, in 
accordance with widespread custom on continental Stock Exchanges, 
but it was possible to transact business for much longer periods. 
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According to Walther Lotz,^ in Vienna business was transacted in 
mark notes for delivery at the end of three, four and six months, 
in addition to delivery at the end of the current month. The rates 
for longer periods were, however, largely a matter of negotiation. 
Speculation largely assumed the form of buying foreign notes for 
delivery at the next end of-month settlement, and renewing the 
positions month after month. According to Kramar,^ at the end 
of the month the exchange rates moved often in favour of Austria, 
owing to speculative covering, but after the turn of the month the 
speculative positions were reconstructed once more. 

( 2 ) THK BERLIN FORWARD MARKET 

If Vienna was the first active Forward Exchange market, Berlin 
was probably a good second. Indeed, there could be no really 
active market in Forward Exchanges in one centre until a market 
was created in another centre. We have concrete evidence that 
such a market existed in Berlin during tlie ’eighties. Its activities 
originally consisted in dealing in Austrian gulden and Russian 
rouble notes for forward delivery. In addition to references to this 
market by Walther Lotz® we have detailed descriptions of the market 
in rouble notes by Arthur Raffalovich^ and especially by Dr. G. von 
Schulze-Gacvernitz.® The writings of the latter and of Walther Lotz 
are probably the best existing accounts of early Forward Exchange 
dealings. They are, therefore, worth discussing in detail. 

According to Lotz, Austrian and Hungarian merchants engaged 
in foreign trade felt keenly the necessity for Forward Exchange 
facilities, owing to the violent fluctuations of the gulden. They 
usually covered their exchange risk by buying or selling mark notes 
for forward delivery, even if their transactions were concluded in 
terms of sterling or other currencies.® For, since the mark was 
stable, its fluctuations against other stable currencies were negli- 
gible. Lotz reports the existence of a keen interest arbitrage 
between Vienna and Berlin, with the exchange risk covered. 

^ Walther Lotz, “ Dio Wahrunpjsfrafre in Osterroirfi-Ungarn iind ihro wirt- 
schaftlicho uml politischo liedoiitimg Schmollers Jahrbvch fiir Gesetzgehung, 
Vencaltung und V olkswirtschajt, vol. 13 (1889), p. 34. 

* Dr. Karel Krainar, Das PapiergeUl in Osterreich seit IS48 (Leii>zig, 1886), p. 71. 

® Op. cit. p. 35. 

* Arthur Raffalovich, Le Marchd financier, 7804 -95 (Paris, 1895), p. 235. 

® Gerhard v. Sehulzo-Gacvernitz, V olks^virtschajtliche i^tudien am RnssUitul 
(Leipzig, 1899), chap. vi. Part 2, “ Rubolkurs und Rubelborso ”, pp. 499 et seq, 

* Op. cit. p. 30. ’ Op. cit. p. 35. 
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Money rates were usually higher in Vienna than in lierlin, so that 
forward mark notes were as a rule at a premium. He expressed 
the view that the existence of a forward market was beneficial and 
that it tended to smooth out the fluctuations of the spot gulden. 

The same view was put forward with much more emphasis by 
Schulze-Gaevernitz. He put up a spirited defence of the Berlin 
forward market in rouble notes against the attack of the Russian 
Press, which, throughout the ’eighties and at the beginning of the 
’nineties, denounced si)eculation in roubles, in terms of abuse that 
could teach a lesson even to writers in the financial columns of the 
Press of the Gold Bloc countries in 1935, on the question of specula- 
tion against their currencies. The whole controversy of half a 
century ago shows yet again that there is very little new under the 
sun. The arguments for and against forward dealing were almost 
identical with those put forward in recent years. 


(3) THE FORWARD MARKET IN ROUBLES 

Schulze-Gaevernitz gave a detailed account of the development, 
activity and collapse of the Berlin forward market in rouble notes. 
It originated as a result of the large Russian purchases abroad 
during the Russo-Turkish war of 1877, purchases which were to 
some extent financed by means of exporting rouble notes to 
Germany. According to Raffalovdch^ tlie notes issued during the 
Turkish war amounted to some 400 to 500 million roubles, much 
of \\'hich amount found its way to Berlin. Schulze-Gaevernitz 
states that the reason why forward dealings in these notes developed 
was the active commercial and financial intercourse between Russia 
and Germany. Indeed, about one-third of Russia’s foreign trade 
was done with Germany. And since the rouble was subject to wide 
fluctuations, German importers and exporters were anxious to cover 
their exchange risk. It is true that there was a Forward Exchange 
market also in St. Petersburg, but it was inferior to the Berlin 
market. German importers of Russian wdieat were able to buy 
at low prices by quoting in terms of roubles, and German exporters 
to Russia were also w illing to quote in terms of roubles. Their 
willingness to do so was very helpful for them in competition with 
British firms, as the latter never quoted in terms of a fluctuating 
currency .2 Indeed, we have reason to suppose that the existence 
of a forward market in roubles, by enabling German importers 
* Op. cit. pp. 234-235. ® Op. cit. p. 508. 
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and exporters to quote in roubles, went a long way towards estab- 
lishing German supremacy in Russian trade, a supremacy which 
existed until 1014 and which was restored after the war. About 
this aspect of the question more will be said in the next chapter. 

Needless to say, the Berlin Forward Exchange market in roubles 
provided facilities not only for commercial purposes but also for 
arbitrage and speculation. The Berlin banks kept balances in St. 
Petersburg and covered their excliange risk in the forward market. 
From time to time it was profitable for them to buy Russian internal 
Government securities with the exchange risk covered. German 
bank clerks were travelling regularly between Berlin and St. 
Petersburg, especially towards the end of the month, carrying suit- 
cases full of rouble notes. Although the market was primitive, in 
that it was confined to actual notes, in some ways it was well 
developed. There were “ put and call ” dealings — something un- 
known in the modern Forward Exchange market — and it was 
possible to leave it to the option of the parties whether to carry 
out the contract or merely pay the exchange difference. These 
facts indicate the highly speculative character of the market. Un- 
questionably, hy far the larger part of the dealings consisted of pure 
speculation. Even so, the frequent statements of the contemporary 
Russian Press that Berlin speculators controlled the rouble, and 
with it the destinies of Russia, were distinctly exaggerated. 


(4) A BEAR SQUEEZE I\ THE ’NINETIES 

Throughout the ’eighties, the Russian Press conducted a violent 
campaign demanding stern measures for the suppression of the 
Berlin market in rouble notes. Among others, the institution of an 
embargo on the export of tliese notes was demanded. This solution 
was eventually adopted ])y the Finance Minister, Count Witte, in 
1894. Having made good progress towards ])utting Bussian finances 
on a sounder footing, in 1893 he began to discourage forward dealing 
in roubles. First he ordered the Russian banks to refrain from 
taking 2 )art in such of)crations. Then a small cx])ort tax was im- 
posed on the notes. The final blow was delivered in 1894. A de 
facto stabilisation of the rouble had been achieved at the beginning 
of that year, but in September and Octf)ber, when the illness of 
Tsar Alexander gave rise to speculative selling of rouble notes in 
Berlin, Count Witte took firm action to teacli the bears a lesson. 
Antici 2 )ating M. Poincare, he organised a bear squeeze, almost 
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exactly thirty years before the memorable franc squeeze of 1924. 
While M. Poincare sought to reduce the supply of francs by for- 
bidding the granting of loans to foreign borrowers, Count Witte 
achieved a similar result by suddenly forbidding the export of 
rouble notes. Prior to that measure, the banking house of Mendels- 
sohn & Co., acting as agents for the Russian Government, bought 
up large amounts of rouble notes for delivery at the end of October 
1894 ; on settlement day they insisted on actual delivery instead of 
accepting the payment of the exchange difference. The bears, 
being unable to secure the notes they had sold, were routed. The 
rouble notes went to a premium of 1»5 marks per 100 roubles, and 
even at that price they were unobtainable. Much of the commit- 
ments were offset by local clearing arranged for that purpose — 
just as in Vienna a large part of the franc commitments was locally 
compensated in 1924 — and the actual deficiency was reduced to 
some ;i, 000, 000 roubles. The speculators threw themselves upon 
the mercy of (.^ount Witte, who, unlike IM. Poincare, was not 
vindictive and let them off relatively lightly by authorising the 
export of the required amount at a price which, while penalising the 
speculators, was not actually ruinous. 


(5) KORWARO MARKETS UXDER STABLE CONDITIONS 

After this memorable experience, speculators kept away from 
the forward market in rouble notes. The market continued to 
function, however, even after the stabilisation of the rouble, just as 
the Menna forward market in mark notes and the Berlin forward 
market in Austro-Hungarian notes survived the stabilisation of the 
Austro-Hungarian currency in 1892. Business in these currencies 
consisted very largely of arbitrage operations, although there was 
a certain amount of commercial business. In spite of the fact that 
fluctuations of the rouble and of the new Austro-Hungarian krone 
became confined to narrow limits, many merchants considered it 
necessary to cover their exchange risk, especially if they dealt in 
primary produce which alknvcd a relatively narrow margin of profit 
for intermediary merchants. The ForwTird Exchange operations 
of this period were well described by Herr Walthcr Federn.^ He 
pointed out that, although the volume of commercial Forward 
Exchange operations declined with the greater stability of rates, 

^ Walthor Foilern, “ Das l»robloiii gosofzliclior Aufnahino dor 13arzahlungon in 
Ostorroich-Ungarn ”, Schmollcrs Jahrbuch, vol. 34 (1910), p. 150. 
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there was nevertheless a large volume of business transacted in 
connection with stock arbitrage. 

As we said in the last chapter, the importance of forward dealing 
in notes gradually declined towards the end of the nineteenth 
century. It was replaced to an increasing extent by forward 
dealing in bills. In particular, sterling bills had a good forward 
market in Vienna, Berlin, St Petersburg and other centres. During 
the last pre-war decade, forward dealing in other bills also developed 
in these markets, and at the same time forward dealing in mail 
transfers, especially on London and Paris, became increasingly evi- 
dent. Interest arbitrage between Vienna and Berlin on the one 
hand and the Western European centres on the other, attained a 
high stage of develo])ment even in the ’nineties, but it was usually 
the Central European markets that took the initiative. Very little 
was known about Forward Exchange business in London or Paris 
in those days. To secure a high yield on swap transactions in those 
markets was still the privilege of the select few, who jealously 
safeguarded the secret of their knowledge. A financier who in the 
meantime has acquired world-wide reputation both as a practical 
expert and as a theoretical specialist in monetary problems told jne 
that he secured his foothold in London during the ’nineties by 
buying Austrian Kalinenscheine (Treasury bills secured on State- 
owned salt-mines) and covering the exchange on the Vienna 
Forward Exchange market. The Salincnscheine bore interest at 

per cent, and in spite of the cost of the sw\ap, the net yield was 
considered, in those lean days, attractive for a well-secured short- 
term investment. 

During the years that preceded the war, interest arbitrage 
combined with swap operations between Vienna and other markets 
assumed such dimensions that the Austro-Hungarian Bank at times 
considered it necessary to adopt special tactics to counteract its 
effect. This important point will be discussed in detail in Chapter 
XXXVI. 

(6) EARLY FORWARD EXCHANGE DEALINGS IN THE (TNITED STATES 

Hitherto wo have confined ourselves to a description of the 
European Forward Exchange markets. The system was not, 
however, peculiar to Europe, even during its early stages. Indeed, 
there is ample evidence to show that there were active Forward 
Exchange markets, many decades before the war, in the United 



CHAP. V 


EARLY FORWARD EXCHANGE DEALINGS 


43 


States, in Latin America and in the East. In the United States 
they must have originated through the exchange fluctuations 
brought about by the Civil War. Even after the stabilisation of 
the dollar, American exporters were anxious to safeguard themselves 
against the exchange risk by selling their European bills for forward 
delivery. During the latter decades of the nineteenth century it 
had become the practice of American produce exporters to anticipate 
the seasonal appreciation of the dollar, and to begin from April 
onwards to sell forward their sterling bills lor delivery in October 
or thereabouts. This practice made it necessary for the American 
banks to develop facilities to enable them to cover the exchange 
risk, and to secure themselves also against a possible rise in the 
liOndon bank rate, by a forward discount operation. 

Unfortunately there is very little evidence of these operations 
in American financial literature, although it is so highly developed 
in other directions. While the United States has produced some 
very good monographs on the pre-war monetary history of Great 
Britain and France, and even on the monetary history of mediaeval 
Spain, some developments nearer home have received no adequate 
attention. This is a great pity, for a detailed description of For- 
ward Exchange dealings — if any — during the Civil War, or at any 
rate of the Forward Exchange market during the last two or three 
pre-war decades, would be invaluable. 


(7) THic “gold mystery” of 1891 

The existence of an active forward market in franc bills in New 
York, New Orleans and Chicago in 1891 is referred to by Ottomar 
Haupt in his essay on The hazards* Gold OperaUons,^ He describes 
in detail the situation that arose in 1891, wlien, owing to the 
anticipation of a deficient harvest in France, American wheat 
exporters began to sell franc; bills for forward deliverj'^ at a heavy 
discount during May and June. As Haupt pointed out, there was 
no forward market in bills in France, but there was one in New 
York, (Chicago and New Orleans. In these markets, bills on France 
for future delivery were dealt in during May 1891 at the rate of 
530 fr. for $100, against the parity of 518.13. The spot franc was 
also unfavourable, though not nearly to the same extent. 3Iuch to 
the astonishment of the world, the Paris blinking l ouse ot Lazard 
Freres began to imjiort gold from the United States in May , in spite 
1 Ottomar Haupt, The Monetary Question in 1S92 (London, 1892), p. 9(). 
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of the adverse exchange. Altogether some $35,000,000 of gold was 
withdrawn — a huge amount for those days — most of which was 
paid into the Hank of France. 

The financial Fress of two continents was com})letely mystified 
by these transactions, and a variety of interpretations were current. 
In some quarters it was suggested that the Bank of France must have 
been paying a premium on the gold. The German Press suspected 
the accumulation of a war chest — how fiimiliar that sounds ! — and 
regarded the gold shipments as the forerunner of a war of revenge 
for 1871. Haupt himself sought to explain the transactions on the 
ground that, since the Bank of France was then unwilling to part 
with gold, hazard Freres paid in the gold on the understanding that 
they would be entitled to withdraw it when necessary for meeting 
Avlieat import bills. Although he was then the leading foreign 
exchange expert in Western Furope, even he missed the point, 
which would be obvious today to every junior foreign exchange 
dealer, namely, that the transaction was made possible by the 
abnormal profit on the swap. Forward francs being at a big 
discount, hazard Freres probably bouglit up the franc bills otiored 
by American wheat exj)orters for forward delivery, and sold spot 
francs at the same time. Having tlius acquired dollars for a few 
months, they were in a position to withdraw gold. Today the 
dollars would have been loft on deposit in New York, but hazard 
Freres had doubtless good reason for preferring to withdraw gold ; 
in spite of transport costs, there was a margin of profit. 

1 have dwelt uy)on these mysterious transactions at some length 
because they ynobably constitute the earliest example of swap 
operations on a large scale. At the same time they indicate the 
existence of an a(dive Forward Exchange market in the United 
States in the ’nineties. Tliis was also confirmed by Margratl, who, 
writing in 1904, referred to the Forward Exchange market as a well- 
establislied institution. According to him, the foreign department 
of every American bank had to keep large stcirling balan(;es, and in 
order to secure themselves against fluctuations they had to sell 
demand drafts for future delivery.^ Together with many other 
writers on Foreign Exchange, he defends the Forward Exchange 
system on the ground that . . the business devoted to legitimate 
jnirchases and sales of foreign exchange for future delivery . . . is 
conservative and not speculative 

^ A. W. Marj^raff, Internalional Exchange, 2n(l ed. (Chiraj^o, 1904), pp. 54-55. 
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(8) EASTERN AND LATIN -AM ERIC AN MARKETS 

The fluctuations of exchange rates between gold and silver 
currencies led to the development of Forward Exchange markets 
in the silver-using countries. Among the factors determining the 
forward rate of exchange for silver currencies, the London forward 
price of silver j^layed a prominent part, though the influence was 
probably to some extent reciprocal, and in spite of the existence of 
active arbitrage there was a moderate scope for discrepancies to 
develop. The general rule was, and still is, that when spot silver 
in London is liigher than forward silver then forward sterling in 
the Eastern market will be at a premium roughly corresponding to 
the discount on forward silver. When there is a premium on for- 
ward silver tlicrc is a discount on forward sterling in the East. 
Long before the war there was a forward market in sterling in 
Shanghai. Although it was largely controlled by the Jkitish banks, 
much more was known about it by exporters in Hamburg or Bremen 
than by their competitors in London or ]Manchestcr. In Japan 
there existed an acitive forward market in sterling, dollar and 
franc bills before the adoption of the gold standard, and this 
market survived the monetary reform. 

Owing to the fluctuation of the Latin- American currencies, 
Forward Exchange markets developed in several Latin-American 
centres, especially in Brazil and in Chile. The forward market in 
sterling bills in Chile was particularly active and there is a fair 
amount of information available about its working many years 
before the war. In Valparaiso it was customary to deal in sterling 
bills for forward delivery on the fortnightly mail arrival dates up 
to twelve months ahead. This market developed in consequence 
of the wide fliutuations of the peso. In June DOS the premium of 
the gold peso over the paper peso was 13J per cent, while in March 
1000 it Avas down to 57 per cent. In such circumstances it was only 
natural that the local merchants should have tried to safeguard 
themselves by forward operations. Forward rates were quoted for 
£500 or multiples thereof, and the rate was, say, Jd. per mail date, 
premium or discount. Xeedless to say, speculation on a large 
scale developed in the market. In fact, the total transactions w'ere 
many times larger than the total foreign trade of Chile, even though 
only part of that trade w’as covered in the market. There was also 
a certain amount of arbitrage, and several foreign banks operating 
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in Chile endeavoured to safeguard themselves against the exchange 
risk by covering their capital.^ 

In addition to the countries mentioned, several others are known 
to have possessed active Forward Exchange markets long before 
the war. Henry Deutsch mentions specifically Argentine, Egypt, 
Spain and Portugal.-^ Indeed, it may be said that, with the ex- 
ception of London and one or two other financial centres of Western 
Europe, there was an active Forward Exchange market in practi- 
cally every civilised country, at least two decades before the war. 
Even in London, Forward Exchange operations gradually became 
known after the end of the nineteenth century. About this, 
however, more will be said in Chapter VII. Meanwhile in the next 
chapter we will examine the significance of early Forward Exchange 
markets abroad. 

^ 11. Diinker, “ Kursspekulation und Kurssichoning in sudamorikanischo 
Valuton ”, Bank-Archiv., Nov. 1, 1909, pp. 40-43. 

2 Henry Deutseli, Transactions in Foreign Exchanges (London, 1914), p. 172. 



CHAPTER VI 


THE SIGNIFICANCE OP 
EARLY FORWARD EXCHANGE MARKETS 

(1) WllV FORWAUD EXCHANGE DEALING WAS SLOW 
TO DEVELOP IN LONDON 

What was tlie reason for the absence of a Forward Exchange 
market in Jjoiidon at a time when other financial centres — some of 
them in most respects much less developed than London —pos- 
sessed one ? The reason usually given is that, since sterling had 
been stable for the best part of a century, the necessity for Forward 
Exchange facilities did not arise until 1919. A less popular but none 
the less obvious reason is that, since British merchants always 
bought and sold in terms of sterling, there was no need for them 
to worry about the fluctuations of other currencies. For these same 
reasons, the development of the Foreign Exchange market as a 
whole was rather slow in London, and while in many respects the 
British banking te(;hni(pie was sui)rcme, in the sphere of Foreign 
Exchanges it rtuuained until recent years inferior to the tcchnicpie 
in other centres. 

It is a common[)laec repeated to boredom that the reason why 
sterling before the war was generally regarded as the international 
means of payment was that it had remained absolutely stable almost 
from the close of the Naj)oleonic wars. ITnqiiestionably, the fact 
that sterling was essentially stable must have been OTie of the 
major reasons for its adoption as the leading international currency. 
But to maintain that the commercial and financial supremacy of 
Great Britain was due to the fact that she possessed a currency 
which was universally trusted was clearly putting the cart before 
the horse. That particular misconception w^as largely responsible 
for the mistaken efforts of post-wair monetary policy to restore 
sterling to its pre-war parity, in the hope that, in effect, the clock 
would thereby be put back to 1913. And the same misconception 
is, at the time of writing, largely responsible for the agitation in 
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favour of iiuniediate stabilisation, irrespective of the risks and 
sacrifices involved. 


(2) sterling’s international position 

In reality, sterling’s supremacy in foreign trade during the 
nineteenth century was mainly the result of the prominent place 
which Great Britain secured in world trade, thanks to her strong 
lead in the industrial field. It was in tJie first place the teclmical 
inventions and their commercial utilisation that made Great Britain 
tlie leading seller of manufactures and the principal buyer of food 
and raw^ materials among the nations. Her exporters and importers 
held such a monopolistic position for many decades that they could 
well afford to dictate their terms regarding the means of payment. 
This was the main reason why sterling became the principal 
currency in international trade. Stability alone would never have 
achieved that result. With a remarkable degree of insularity, some 
British writers on the subject actually imagine that, since the pound 
was stable wdiile other currencies w^ere not, foreigners with unstable 
currencies actually preferred to transact their business in sterling 
rather than in their national currenc\L (This attitude resembles 
that of the Englishman who refuses to believe that, when travelling 
abroad, it is he wdio is the foreigner, and not the thousands of local 
inhabitants he comes across.) These writers overlooked the ele- 
mentary fact that, from the point of view of the Russian merchant 
it was the pound that was fluctuating and not the rouble, and that 
consequently he would have preferred to buy and sell in terms of 
his own national currency. Nevertheless, he was willing to buy 
and sell in terms of sterling, simply because the goods sold by 
British exporters were unobtainable elsewhere in the same quality, 
and because he was anxious to sell his products to the liritish 
importer. 

Unquestionably, the unwillingness of British merchants to buy 
or sell in terms of foreign currencies before the war was largely 
responsible for the supremacy of sterling in the sphere of inter- 
national finance. The readiness of German and other foreign 
merchants to quote in terms of foreign currencies was in fact one 
reason why their national currencies did not rival sterling as an 
international means of payment. It is a mistake, however, to 
regard sterling’s supremacy as an international means of payment 
and London’s supremacy as the world’s banking centre as one and 
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the same thing. A willingness on the part of British merchants to 
deal in foreign currencies would have been detrimental to sterling’s 
position, but would, if anything, have been advantageous to 
London’s. After all, London’s supremacy was mainly due to the 
fact that Great Britain had for many decades a large surplus 
available for lending abroad. Had British exporters been willing 
to quote in roubles and pesos before the war, they would have been 
able to hold their ground better in face of growing foreign com- 
petition, and in all probability the surplus available for lending 
abroad during the last few pre-war decades would have been larger, 
while that of other growing financial centres would have been smaller. 
This would have more or less offset the loss of business the London 
banking community might have suffered through the reduced use 
of sterling in international payments. 

With the progress of industrialisation abroad, the monopolistic 
position of British commerce began to decline during the closing 
decades of the nineteenth century. German competition, in par- 
ticular, began to make itself felt over the five continents. German 
firms were gaining ground partly because they were prepared to 
quote their prices in the currencies of the buyers, oven though those 
currencies were subject to fluctuations. A fact that is almost 
entirely overlooked in the vast literature on the subject is that 
the reason why German merchants were willing to quote in fluctu- 
ating currencies was that they were both prepared and able to cover 
their exchange risk in the Forward Exchange market. 


( 3 ) FORWARD MARKETS IN STERLING ABROAD 

Wo have seen in the last chapter that the existence of an active 
Forward Exchange market in Russian roubles in Berlin secured 
for Germany a lasting supremacy in Russian trade. Although the 
number oi’ foreign currencies in which a forward market existed in 
l^erlin before the war was small, and forward marks were not very 
actively dealt in in most foreign centres, the existence of a good 
forward market in sterling in most Foreign Exchange markets 
enabled the German merchants to cover the exchange risk in a 
round-about way. They- or rather their bankers —were very 
active in the l^k^rward Exchange markets on the continent, in the 
East, and in Latin America. British banks established in these 
overseas centres were, of course, the main operators, but they dealt 
chiefly on account of their local clients, not on account of their 
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British clients. The latter continued to buy and sell in sterling, 
and it was the local importers or exporters who covered the ex- 
change risk on their trade with Great Britain. 

It was said at the time that trade in Chile was done on a sterling 
basis, and that the sterling bill was the real currency of the country. 
This statement, however, was but a half-truth — if that. It is true 
that nitrate exports were done entirely on a sterling basis, but this 
was because nitrate production was controlled by British enterprise. 
Even the British nitrate producing companies had to cover in the 
Forward Exchange market their requirements in national currency 
for wages and other expenses. British exports to Cliile were 
certainly quoted in sterling, but the exchange risk was covered in 
the Forward Exchange market by the importers. The German 
rivals of British exporters, and to a less extent other foreign 
countries interested in the Chilean markets, usually quoted in paper 
pesos, and covered themselves in the Valparaiso market. What 
is true of Chile is also more or less true of other countries with 
fluctuating currencies. 


(4) BENEFIT TO GERMAN TRADE 

From the above facts it is possible to draw the following 
conclusions : 

1. It was largely because of the existence of a forward market 
in sterling that German and other rivals of British exporters 
were able to capture some of the British markets. 

2. It was largely because of the exist(3iice of a forward market 
in sterling that British exporters were able to retain some of 
their foreign markets in spite of their unwillingness to quote 
in fluctuating currencies. 

The apparent contradiction between these two conclusions can 
easily be explained away. Importers in the leading foreign centres 
were able and willing to buy in terms of sterling because they were 
in a position to cover their exchange risk. For this reason, from 
their point of view the advantage of receiving quotations in terms 
of their national currencies was not so great. The big merchant 
firms of Shanghai or Valparaiso did not particularly mind reckoning 
in terms of sterling. For them the problem was one of simple 
arithmetic. If the peso equivalent of the sterling price, after 
allowing for the cost — if any — of covering the exchange risk, was 
lower than the peso price (juoted by a German firm, then the Val- 
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paraiso firm accepted the British offer without hesitation. Not so 
the importer of the hinterland. Apart from a few very large firms, 
very few people in the interior were accustomed to dealing in For- 
ward Exchange. They therefore preferred to accept the German 
offer, even if the goods were more expensive than the British, or 
of an inferior quality. It was precisely in the outlying districts of 
overseas countries that German exporters made the most striking 
headway before the war. They penetrated into the interior of 
Brazil and China, established agencies or sent travellers to pay fre- 
quent calls. Having sold in terms of national currency, they covered 
their exchange risk in the forward market in sterling.^ They thus 
benefited by the existence of that market to no slight degree. 


(5) BENEFIT TO BillTISII TRADE 

At the same time it was also because of the existence of the 
Forward Exchange market that British exporters were able to 
hold their ground. It was because Britain was first in the field of 
international trade and finance that the Forward Exchange market 
in sterling developed in various centres where no other currencies 
were dealt in for forward delivery at that time. 

These forward markets in sterling assisted in the maintenance 
of the supremacy of British trade in face of foreign competition, 
even though they also helped the competitors themselves. On 
balance it ap])ears that from the point of view of British export 
trade before the war the existence of the forward market in sterling 
was decidedly beneficial, even though rival exporters made better 
use of it than British exporters. For, in the absence of facilities 
for forward dealing in sterling, foreign exporters would probably 
have developed at an early stage a forward market in the currencies 
concerned, it was only because of the existence of a forward 
market in sterling that there was no urgent need for the develop- 
ment of such markets. Thus, in the absence of a forward market 
in sterling, British exporters would have lost ground more rapidly 
than they actually did, even though some of the foreign importers 
might have been skilled enough to cover their sterling risk by oper- 
ating in the forward market in German marks. 

It may be argued, and not without reason, that sterling’s 

^ It was not unt il a few years before the war lliat a forward market in marks 
began to develop in overseas centres ; oven then its facilities did not compare with 
those of the forward market in sterling. 
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suprema(jy was largely due to the unrivalled facilities of the London 
market for financing foreign trade. But even from this point of 
view, the existence abroad of forward markets in sterling was 
essential. The reason why foreign merchants were willing to buy 
and sell on the basis of London acceptance credits, sterling domi- 
ciles, etc., was that they were in a position to cover their exchange 
risk in the forward markets. For this reason, too, bankers and 
others in countries with fluctuating or undependable currencies 
were willing to borrow in London or to transfer deposits to London. 
But for the existence of the forward market, many of them would 
not have ventured to use the facilities of the London banking centre. 
Conversely, it was tlie desire to use those facilities that was largely 
responsible for the development of forward markets in sterling 
outside Great Britain. That does not, however, alter the fact that 
the existence of such forward markets was beneficial and even 
essential to the development and maintenance of London’s position 
as the world’s banking centre, as it was essential to the maintenance 
of Great Britain’s commercial supremacy in face of increasing com- 
petition. 


(0) FORWARD DEALING IN DISCOUNTS 

The fact that sterling maintained its supremacy until 1914 was 
thus largely due to the existence of forward markets in sterling 
in foreign countries. Obviously, the development of those markets 
was higlily desirable from a British point of view. Notwithstanding 
this, no official steps were taken to stimulate this development. On 
the contrary, the authorities actually discouraged the forward 
market in sterling by trying to discourage forward dealing in bills 
in the Jjondon discount market. Since very little has been written 
about tins subject, and very little is known about it outside the 
discount market, it is perhaps not out of place to devote some spacje 
to it in this connection. 

For many decades before the war, it had been the practice of 
foreign— especially American — exporters to sell their sterling bills 
several months ahead. This was done partly to safeguard them- 
selves against the exchange risk, and partly to safeguard themselves 
against the risk of a rise in the British Bank rate. In many in- 
stances, it was done in connection with commercial or financial 
transactions with distant countries, with the object of covering 
the Bank rate risk pending the arrival of the bill in London. In 
other instances the bills were sold some months before they were 
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drawn. Crop bills, for instance, were sold from April onwards for 
delivery in the autumn. The London discount market developed 
very good facilities for such operations. The discount houses were 
not, of course, concerned with covering the exchange risk. They 
were prepared, however, to quote a buying or selling price in 
sterling for sterling bills to be delivered in several months’ time, 
the extreme limit being usually six months. The whole business 
was entirely in foreign sterling bills ; there is no evidence to show 
that inland bills were bought and sold forward to any extent, in 
spite of the existence of the facilities and in spite of the seasonal 
tendency of Bank rate changes. The United States, South Ameri- 
can centres and the East were usually sellers of sterling bills for 
forward delivery. In the United States, indeed, the forward sales 
w^ere not even confined to commercial bills, for the sterling bills of 
the City of New York were usually sold for future delivery. There 
was also regular forward buying of sterling bills by foreign importers 
of Ib’itish goods, by foreign debtors in general and by continental 
Central Banks holding foreign exchange reserves. The discount 
houses, in addition to dealing with American banks, also dealt 
actively between one another in forward discounts. It was usually 
possible for them to undo a position before the forward contracts 
matured. iMany banks were also interested in the business, but it 
was conducted independently of their Foreign Exchange business. 
Thus, an American bank desirous of covering both exchange risk 
and bank rate risk on sterling bills bought from its clients for future 
delivery, had to cover them independently even if it dealt w ith only 
one Tiondon bank ; the exchange imrt of the transaction was fixed 
with the Foreign Exchange department while the Bank rate risk 
was covered with the discounts department. 

Why is it that this practice — which w^as very important before 
the war and which survived, to some extent, until a few\y ears ago, 
when discounts became so stable as to make it unnecessary to cover 
against the Bank rate risk — has been almost entirely ignored by 
wTiters on the discount market ? ^ The probable explanation is 
that, as the business is of a distinctly speculative character, the 
discount houses never talked about it to the Press if they could 
avoid doing so. The rates w ere never quoted in the Press — not even 
at times when dealing was active— and the whole practice seems 
to have esijaped the attention of many otherwise shrewd outside 

^ One of iho fow oxooptions is IMr. W. T. C. Kinpj, who, in his History of the London 
Discount Market, makes a brief refereneo to forward dealing in 1883 (]). 298). 



54 


EVOLUTION OF FORWARD EXCHANGE SYSTEM tart ii 


observers. If the subject is mentioned in the discount market, 
most people do their best to minimise its importance. Yet the dis- 
count houses had no reason to be ashamed of having provided these 
facilities. Admittedly the business is speculative, but then so is 
insurance business, and yet nobody would think of blaming a 
Lloyd’s underwriter for being willing to relieve other people of the 
risk which he is better (jualified to bear. 


(7) OFFICIAL DISAPPROVAL OF THE PRACTICE 

One of the rare occasions on which the Press had to take notice 
of the existence of the practice of forward dealing in discounts 
was in April 1883, when the Bank of England sought to discourage 
discount market overtrading in general and forward dealing in 
particular by restricting advances to the discount houses. This 
action was endorsed by the Ecoiio?nist,^ which considered that the 
effect of the restriction would be wholesome, “ as it will tend to 
check the speculation in taking bills forward, which has recently 
been such a marked feature in the market The whole practice 
was apparently viewed with disfavour by the Bank. Yet the 
popularity of sterling bills as an international means of payment w'as 
to a large degree due to the fact that foreign banks were able to 
cover the Bank rate risk. Since the stability of sterling exchange 
was secured largely at the cost of wide fluctuations of Bank rate, 
this risk was by no means negligible. In the absence of facilities 
for covering this risk, there would have been a greater reluctance 
to deal in sterling bills, and consequently foreign merchants would 
have made greater efforts to trade in terms of their own currencies. 

One of the reasons why a forward market in sterling developed 
abroad at a time when the long bill was the principal means of ex- 
change was the existence of facilities for covering the Bank rate risk. 
And since the development of forward markets in sterling helped, 
as we have seen above, to maintain the supremacy of British trade 
in face of strengthening competition, so the existence of facilities 
for dealing in forward discounts in the London discount market 
contributed to no slight extent towards prolonging the supremacy 
of sterling and of British trade long after Britain’s monopolistic 
industrial position, which was the original cause of that supremacy, 
had ceased to exist. No other financial centre had comparable 
facilities. Yet none of the admirers of the technical superiority of 

1 1883, pp. 485 and 513. 



CHAP. VI 


THE SIGNIFICANCE OF EARLY MARKETS 


55 


the London discount market ever emphasised them when com- 
paring London with other centres. Even the Bank of England 
seems to have overlooked the significance of forward discounting, 
and of forward operations in general. To this very day, it regards 
the Forward Exchange market as a necessary evil that should be 
discouraged as far as possible, instead of as an institution whoso 
efficiency is indispensable to a live financial centre and trading 
community. While in 1885 the Grcrman Government introduced 
legislation to exempt Forward Exchange contracts from stamp duty 
so as to encourage forward dealing,^ two years earlier the Bank of 
England went out of its way to discourage it. 


(8) FEDERAL RESERVE BANK’S FORWARD DISCOUNTING OPERATIONS 

The desirability of facilities for forward discounting was duly 
realised by the United States authorities. When during the war they 
sought to develop the use of the dollar as an international nieans of 
payment, the Federal Reserve Bank of New York began to quote 
discount rates for dollar bills delivered at future dates. 2 The object 
of this arrangement was to encourage the use of dollar bills, and 
thus to make it easier for American exporters to induce their foreign 
customers to ax^cept quotations in terms of dollars instead of in 
terms of their own currency or of sterling. This object was sought 
to be achieved by official intervention, because at the time the 
New York market had no forward discounting facilities comparable 
with those of London. Between 1915 and 1918 the facilities pro- 
vided by the Federal Reserve Bank of New York were used to a 

* Dr. Vogol, Ddfi Deviacnfermingeschdff (Berlin, 1024), p. 3. 

“ H. Parker Willis and W. U. Steiner, Federal Reserve Banking Practice (New 
York, 1926), p. 576. See also I^rofcssor E. S. Fiirniss, Foreign Exchange (Cambridge, 
Mass., 1922), pp. 389 et scq. The attitude of tlie Foileral Reserve Board towards 
the matter is defined in tin* legal rnliiig ]niblislied in tbo June 1, 1915, issue of 
the Federal Reserve Bulltdin ; Forward Discount Rates. Federal Reserve 
Banks may, under tJje established right to fix diseount rates for acceptances or 
eligible paj)er, fix a forward rate ; that i.s, a rate to apply at a future time. Such 
a rate is calculated to accommodate trade and commerce as required by the act, 
and will tend to obviate speculation duo to fluctuating rates (p. 97). 

“. . . The purpose of fixing forward rates, that is, a rate to apply at some 
future date, is primarily to accommodate trade and commerce and to prevent those 
dealing in legitimate transactions from bedng subject to tlie speculative influence 
of fluctuating rates. For examf)le, a commercial i ransaction may be safely engaged 
in if the purchaser, or one who is assisting the purchaser to finance such a transaction, 
can liavo the assurance that an acceptance or other eligible paper possessing the 
necessary qualification can be discounted or sold at a future date at a fixed rate, 
whereas if the rate is undetermined the element of speculation necessarily enters 
into the transaction ” (p. 98). 
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considerable degree. Subsequently, however, they have fallen in 
disuse, because the New York discount market acquired meanwhile 
sufficient breadth and confidence to enable dealers and discount 
houses tliemselves to carry forward commitments. Nevertheless, 
the facilities have never been withdrawn. In theory tliey exist — 
even tliongh almost everybody has forgotten about their existence 
—and I understand the Federal Reserve Bank would still be pre- 
pared to consider requests for forward quotations of discount rates. 

The attitude implied in the adoption of the practice of official 
forward discounting in New York was significant. The American 
authorities knew by experience how much sterling and British trade 
gained from the facilities available for covering the Bank rate risk on 
sterling bills bought for forward delivery; and since it was impossible 
at short notice to develop in New York a discount market whoso 
functions could compare with those of the London discount market, 
the Federal Reserve Bank took it upon itself to (jreatc su(;h facilities. 
Admittedly, in the absence of experience such as that which inilu- 
enced the New York authorities after the war, the British authorities 
in 1883 could not have been expected to realise the broader implica- 
tions of the forward market in bills. The experience of the last two 
decades, however, should have taught them not to regard forward 
operations with pre-w^ar eyes. 

h'acilities for dealing in forw^ard discounts were not, of course, 
the only facilities of the London market which helped to stimulate 
the development of a forward market in sterling in foreign centres. 
One of the reasons why bankers in various parts of the w'orld w^ere 
willing to deal in forward sterling freely was that the short-loan 
market in London i)rovided ample opportunity for them to cover 
themselves there whenever they were unable to (iover in the Forward 
Exchange market itself. Thus, while the Forward ExchaTige 
markets in sterling abroad helped to maintain the suf)remacy of tlic 
London financial market, they themselves owed their existence 
largely to London’s superiority —especially to the superiority of 
Ijondon’s short-term loan facilities. 



CHAPTER VIT 


DEVELOPMKNT OP THE MODERN 
FORWARD EXCHANGE MARKET 

(1) DEALING IN TUANS KERS 

It is a coninion belief, especially among the younger generation of 
post-war writers, that h^orward Exchange dealings were practically 
non-existent before the war, and that they came into existence after 
the unpegging of the inter-Allied exchanges in 1919. Many English 
writers who realise how backward the l^ondon Foreign Exchange 
market was compared with the continental and American markets, 
admit tliat forward facilities may have existed abroad before the 
war, but arc convinced that they were an essentially post-war de- 
velopment in the London market. Even this view falls far short 
of the truth. Actually the develoi)ment of the modern Forward 
Exchange market began abroad long before the war, and even 
Ijondon conducted a moderate volume of Forward Exchange 
business during the last few pre-war years. The difference between 
the Forward Exchange market of 1913 and that of 1920 Avas largely 
one of degree, both abroad and in London. 

The development of the modern Forward Exchange market 
proceeded side by side with that of the modern Foreign Exchange 
market as a whole. When long before the war telegraphic transfers 
began to displace dealing in bills and mail transfers, the Foreign 
Exchange market, comprising both spot and forward dealings, 
made a big advance, in substance, it has remained unchanged 
ever since, although in the meantime long-distance trunk (*alls 
have to a large extent replaced dealing by cable. Even the 
adoption of mail transfers marked the beginning of the modern 
era, compared with dealing in notes or bills, for there then began 
that essential change whereby book-keeping transfers became sub- 
stituted for the actual transfer of the ownership of negotiable 
instruments. Whether the book-keeping transfers be effected by 
mail, cable or telephone call is only a matter of technical detail. 
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(2) PRE-WAR MARKET 

In this sense, a modern Foreign Exchange market existed for 
many years before the war, and within that market there was a 
modern Forward Exchange market. Admittedly, its turnover was 
a mere fraction of that of the post-war Forward Exchange market. 
But then there was a somewhat similar rise in the scale of operations 
in every sphere of finance between 1914 and 1919. It is true that 
before the war merchants in countries with stable currencies did 
not as a rule cover the exchange risk, except when dealing in terms 
of an unstable currency. There uras, nevertheless, a fair amount 
of commercial Forward Exchange dealing abroad, especially on the 
part of intermediaries in produce trade, whose profits were not 
wide enough to make it advisable to risk even the exchange 
differences of one per cent or so that arose between stable currencies. 
Moreover, in some instances at any rate, there was not absolute 
confidence in the stability of the currencies, and the merchants 
considered it wiser to play for safety. Above all, the currencies of 
the majority of countries were not absolutely stable in terms of gold 
currencies. For one thing, the greater part of the world was on a 
silver basis. A number of countries in Latin America, and Southern 
and Eastern Europe, had in practice or in law an inconvertible paper 
currency. From the British angle the pre-war period seemed to be 
one of absolute monetary stability. But a closer examination of 
the financial history of the last few pre-war decades, or even of the 
last few pre-war years only, reveals that absolute stability was 
confined to a relatively small number of countries. Thus even in 
pre-war days there was a genuine need for Forward Exchange 
facilities for a large part of world trade. 

(3) ARBITRAGE TRANSACTIONS 

In addition to Forward Exchange transactions arising from 
trade, a large volume of such transactions arose from stock arbi- 
trage. That branch of financial activity reached a very high stage 
of development during the last few years before 1914 ; indeed, it 
has never recovered its pre-war importance, not even during the 
period of post-war stability between 1925 and 1931. And as the 
margins in stock arbitrage operations were narrow, arbitrageurs 
made it a rule to cover, unless, in the case of stable currencies, the 
exchange rate was in the vicinity of gold point. This same rule 
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determined whether or not funds used in interest arbitrage should 
be covered. The decision whether or not to cover in interest 
arbitrage between the half-dozen centres which were de jure or de 
facto on a gold basis was a matter of simple arithmetic. If the 
possible depreciation within the gold points of the currency of the 
receiving centre was smaller than the discrepancy between the dis- 
count rate of the receiving centre and the sending centre, then there 
was no need to cover. If the possible depreciation was wider, then 
it was a matter of opinion whether it was worth while to take the 
limited risk involved.’^ Indeed, a leading pre-war authority on 
exchanges, E. N. Weill, elaborated a whole theory of international 
“ solidarity ” of money markets ® based on the assumption that 
the exchange risk in interest arbitrage was left uncovered, and 
that the maximum of discrepancies between interest rates in two 
centres with stable currencies was determined by the maximum 
difference between the actual exchange rates and their respective 
gold points. In practice, however, funds employed in interest 
arbitrage were very often covered, not merely because the exchange 
risk exceeded the discrepancy between interest rates, but also 
because it was often profitable to cover the exchange risk. In 
currencies such as the Austro-Hungarian krone or the rouble, where 
there was always a shadow of doubt about their stability, the 
exchange risk was practically always covered in connection with 
interest arbitrage operations, oven if the exchanges wore at gold 
export point. 

During the last few years before the war there was a highly 
developed modern Forward Exchange market in several continental 
centres, and also in the United States. Writing in Iffll, F. Escher * 
remarks that Forward Exchange was “a vital factor in modern 
methods of transacting Foreign Exchange business Indeed, it 
appears that on the pre-war Forward Exchange markets abroad 
the transactions were almost as manifold in their types as they are 
on the post-war markets. 

’ Tlio fact that tho spread between gold points determines the maximum dis- 
crepancy l)otwcen interest rates in two centres was already recognised by Ooschen 
in The Theory of the Foreign Exchanges (London, 1861), pp. 1.38-143. 

* K. N. Weill, Die Eolidaritat dxr GeJdmdrkte (P’rankfurt, 1903). Ho only re- 
ferred quite casually to tho possibility of covering tho exchange risk, emphasising 
that tho oxislonco of that possibility did not affect his theory. 

’ P". lOscher, Fjlements of Foreign Exchange (New York, 1911), p. 106. 
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( 4 ) DEVELOPMENT OF THE LONDON MARKET 

What part did London play in the pre-war Forward Exchange 
activity ? W^c saw in the last chapter that sterling was by far the 
most important object of Forward Exchange transactions. Not- 
withstanding this, the development of the London Forward Ex- 
change market was a slow process. For a long time buying and 
selling orders in forward sterling in the various markets were either 
“ married ” locally or between the various markets without touch- 
ing London to any material extent. It was only towards the end 
of the nineteenth century and during the early years of this century 
that a Foreign Exchange market of any size developed in London, 
its importance was small compared with tlie Foreign Exchange 
markets of New York and the leading continental centres. Gradu- 
ally it began to deal in Forward Ex(ihanges, at first largely in the 
form of international exchange arbitrage transactions, with the 
fjondon market acting as intermediary between two foreign centres. 
It was only later that Forward Exchange business began actually to 
originate in Great Britain, not so much in connection with trade 
— which was largely (jonducted on a sterling basis as with stock 
arbitrage and interest arbitrage. There was also a limited amount 
of s])eculation in London within gold points. Seasonal influences 
in dollars, Eastern exchanges and in certain continental exchanges 
such as Swiss francs, were anticipated by such speculative operations. 

Forward Exchange business, like Foreign Exchange business in 
general, was at first handled entirely by foreign branches in London 
and by a small number of private banking firms, ft was only later 
that some of the joint stock banks began to take an interest in 
forward dealings. Such dealings at first presented a rather diflicult 
book-keeping problem to the banks ; they did not know how to 
treat forward commitments, and at the beginning they merely 
placed them on record without entering them in their ledgers. 

Gradually the range of the London l^^orward Exchange market 
was extended, both in regard to the volume of business and the 
types of transactions. On the eve of the war every type of forward 
business that was practised on the continent was also jiractised 
by London, even though the business was largely in the hands of 
the London branches of continental banks. At the outbreak of 
the war there was a fair volume of forward contracts outstanding 
between London and (Jermany ; these contracts were duly exe- 
cuted after the conclusion of the war. 
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(5) FORWARD EXCHANGE DURING THE WAR 

Information about the development of the Forward Exchange 
market during the war is highly inadequate. In London, certainly, 
very little business was done. Interest arbitrage and stock arbitrage 
were reduced to a minimum. After the wide fluctuations of the 
first months of the war, the principal exchanges were pegged until 
after the Armistice, so tliat there was little scope for forward 
operations. There was a certain amount of Forward Exchange 
business in commercial and financial dealings with neutral centres. 
In the United States, exporters sold their sterling bills to their banks 
for forward delivery at a relatively big discount. The banks found 
it difficult to cover tlieir risk in the existing circumstances, and 
had to rely on the maintenance of the “ peg ”, duly promised by 
authoritative British quarters. In the Latin-American market, 
especially in Chile, dealings in forward sterling bills continued, the 
rates going to a heavy discount. In the European neutral centres 
there was a Forward Exchange market both in Allied and in Central 
European currencies. The rates were influenced by the military 
and political situation and by the outlook for ])eace and victory, 
rather than by commercial and financial factors. 

On the whole, it is correct to say that during the war the highly 
involved and dcli(?ate organisation of the Forward Exchange 
market, built up before 1914, broke down. In most belligerent 
countries the existing exchange restrictions prevented banks from 
operating in Forward Exchange. In Austria, for instance, the 
Vienna Bourse, whore most of the Forward Exchange transactions 
were carried on before the war, was closed down, and the Austro- 
Hungarian bank suspended its highly skilled forward operations. 
The suspension of the system in Central Europe was so complete 
that even in Germany, where the banks were past-masters in Forward 
Exchange dealing, it became necessary to re-discover ” the system 
during the fluctuations that followed the conclusion of the war. 
Instead of resuming where they left off in August 1014, several 
Berlin banks began to experiment with a system whereby they 
granted their clients facilities for covering the exchange risk against 
the payment of a kind of insurance premium. ^ It was only later 
that Forward Exchange rates proper began to be quoted. Forward 
Exchange was re-discovered in a similar way in other countries also. 


^ J. Vogt4, Das Dveiscntermingeschdjt (Herlin, 1927), p. 7. 
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which probably largely accounts for the growth of the belief that 
such dealings were wholly a post-war development. 

(()) STARTING AFRESH AFTER THE WAR 

Indeed, in most parts of the world Forward Exchange after the 
war was treated as something new and experimental. This was 
partly because in every country many people, academic and prac- 
tical, who did not know about the existence of a Forward Exchange 
market before the war, began to take an interest in the subject. 
Partly, too, it was attributable to the fact that the volume of 
business which had to be handled by the revived Forw^ard Ex- 
change market was incomparably larger than before the war, and 
to the fact that the speculative activity that began after the war 
was something new in the experience of the post-war generation. 
It was necessary in most centres to learn the technique of Forwwd 
Exchange afresh. Experiments w^ere carried out in various markets 
to determine the best methods of dealing in Forward Exchanges. 
For instance, Amsterdam, Antwerj) and Paris established special 
clearing-houses to deal with Forward Exchange transactions, on the 
assumption that they were something fundamentally different from 
spot exchange transactions. In New York some banks experi- 
mented with quotations for “ put and call contracts in Forward 
Exchange,^ though the practice was abandoned very soon. 

In London, too. Forward Exchange was at first regarded as 
something of a novelty, lianks advertised in newspapers : For- 
ward Exchange Transacted Various customs unknown before 
the war were adopted. For instance, imitating the continental 
centres, London after the war began to deal in Forward Exchange 
for end-of-month delivery, instead of dealing for delivery in a given 
number of calendar months. While in continental centres the 
whole economic and financial life is based on the “ Ultimo ** settle- 
ment, so that it was natural that forward rates should also be 
quoted accordingly, in the London and New York financial markets 
the last working day of the month has meant very little as a 
rule, and there was thus no need to adopt a practice similar to that 
adopted in continental centres. It was not until about the end of 


^ E. H. Lever, Foreign Exchange from the InvestoFa Point of View (London, 
1925), p. 96. 

* T. JO. Gregory, Foreign Exchange — before, during and after the War (London, 
1921), p. 61. 
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1921 that the London Forward Exchange market emancipated itself 
from this continental influence, and clianged over to quotations in 
calendar months. Needless to say, whenever the continental centres 
insisted upon quotations for Ultimo — such as, for instance, in the 
case of the large transactions carried out by the Italian Finance 
Ministry under Count Volx)i- it was possible to make a price in 
London ; but the general rule was to deal for calendar months. 

(7) banks’ reluctance to deal forward 

In London and in other centres, the development of an active 
Forward Exchange market at first encountered much resistance on 
the ground that it was essentially speculative. JMany banks of the 
more conservative type would not have taken it up but for the 
insistent demands of their commercial clients for facilities for 
covering their exchange risks. Confronted with the danger of losing 
their customers to more enterprising banks, they reluctantly con- 
sented to buy and sell Forward Exchange for commercial customers. 
Of course, they sought to (^over the exchange risk thus assumed 
by operations in the spot market. To that end, banks all over 
the woi*ld o})ened foreign currency accounts with one another, 
and arranged mutual overdraft facilities. They were thereby 
enabled to cover a forward purchase of foreign currencies from their 
customers by means of selling a corresponding amount of their 
foreign balances or, if the balances should be exhausted, by over- 
dra\\ing their accounts in the currencies concerned and selling the 
j)roceeds. Forward sales of foreign currency to their customers 
were largely covered by increasing the balance or reducing the 
overdraft in that currency. It was found, however, that there was 
no need for resorting to this method to any large extent, except 
temporarily, pending the adjustment of commitments. A large 
number of buying and selling orders were “ married ” within the same 
bank — apart from the difference between their respective maturity 
dates — while a considerable part of them were covered by means of 
Forward Exchange transactions between banks. This method was 
found more convenient than running up a big overdraft or accumu- 
lating a big balance in foreign centres. In banking circles, at any 
rate, prejudice against forward dealing soon vanished. 

In official and political circles and in certain sections of the 
Press, opposition to Forward Exchange continued for a long time. 
Much emphasis was laid upon the essentially speculative character 
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of the market. Even after the resolutions of tlie Brussels and Genoa 
Conferences, in favour of a free, active and officially stimulated 
Forward Exchange market, this opposition continued. 

Having gradually passed through its “ second childliood ”, the 
Forward Exchange market settled down to a system which was 
broadly identical with that which prevailed during the last pre-war 
years. The difference was largely one of degree. The volume of 
commercial and spocidative dealing was much greater, and the 
volume of dealing connected with stock arbitrage much smaller than 
it had been before the war. Forward dealing in bills, which had 
begun to diminish long before the war, continued to decline in 
importance, while forward dealing in notes, which in some centres 
remained fiiirly important until the outbreak of the war, disappeared 
almost completely. The Forward Exchange market in the modern 
sense of the term was confined almost entirely to transfers. 



(CHAPTER VJll 


THE FORWARD EXC^HANOF MARKET 
DURIN(J OURRENCW CHAOS AND STABJl.ITY 

(1) NKED VO\i FORWARD EXCHANGE FACILITIES 
AFTER THE WAR 

Having traced the re-eniergence of a Forward Exchange market 
after the war, we now come to a period upon which Tuuch more 
concrete information is available than was obtainable upon the 
early periods. From about 1921 onwards there are records of 
regular quotations of forward rates, which enable us to analyse the 
movements and to explain the tendencies which they revx\‘il. Such 
an analysis, however, is best deferred, as we have already explained, 
until after we have discussed the theory of Forward Exchange 
movements. W^e propose, therefore, to confine ourselves in this 
chapter, as in the earlier chapters, to a description of the general 
evolution of the Forward Exchange market, without going into the 
tecjlmical details of the actual movements. A historical account of 
the post-war fluctuations of forward rates will be found in Chapters 
XXVllI to XXX 111, in which the actual trends of the various 
exchanges will be examined in the light of the theoretical conclusions 
arrived at in ('hapters XVI 1 1 to XXVII. iMeanwliile we shall refer 
to the acjtual rate trends only in so far as is necessary to indicate 
the development of the system as a whole. 

It may be said that, by about 1921-22, a modern Forward 
Exchange market had been established in every linancial centre. 
Every bank of standing willingly undertook Forward Exchange 
operations. There was, indeed, every need for a wide Forward 
Ex(;hange market. During the pre-war years such a market - at 
any rate in the countries of Western Euro])e — existed mainly for 
the convenience of linaiufiers engaged in some form of arbitrage. 
By contrast, after the war the general currency chaos made a 
forward market a vital necessity for trade itself. Fluctuations 
in exchanges became so wide that it would have been sheer 

65 F 
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gambling for merchants to buy or sell in terms of foreign currencies 
without covering the exchange risk. Every merchant preferred, of 
course, to deal in his own currency, but since the party in the 
weaker bargaining position had to give way, it became essential 
that he should have the means of covering the exchange risk. 


(2) COVERraO OF EXCHANGE RISK ESSENTIAL 

Even British exporters could no longer afford to keep aloof from 
the Forward Exchange market, for the pound was no longer the 
universal means of payment in international trade. To a large 
extent it was replaced by the dollar. Moreover, many foreign 
importers successfully insisted upon dealing in their own national 
currencies. And sterling itself was no longer sufficiently stable to 
obviate the necessity for covering the exchange risk. It may be 
said that, between 1919 and 1925, practically every currency 
fluctuated widely in terms of every other currency. Consequently, 
it was necessary and advisable for one of the parties to cover in 
practically every transaction in foreign trade. There was, indeed, 
a very large commercial turnover in the Forward Exchange markets. 

The covering of the exchange risk was especially important in 
countries such as Germany, where the currency was subject to 
particularly wide fluctuations. To assist exporters, the lleichsbank 
soon after the war undertook to secure them against exchange 
risk by means of special arrangements ; details of these will be 
discussed in the chapters dealing with the Forward Exchange 
operations of Central Banks. The German banks, too, were not 
slow to develop an efficient organisation for the benefit of m(?rchants 
anxious to cover their exchange risk. In Germany, as in other 
countries, genuine commercial requirements provided a solid 
foundation and an unquestionable raimn d'etre for the Forward 
Exchange market. 

(3) SPECULATION AND ARBITRAGE 

Commercial operations did not, however, provide the bulk of 
the market activity. There was a great deal of business in Forward 
Exchange through interest arbitrage, and especially through specu- 
lation. As we pointed out in Chapter VI, before the war the funds 
engaged in interest arbitrage were to a large extent uncovered, for 
in many instances the risk of a depreciation of the exchange within 
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the gold points was smaller than the difference between interest 
rates in the two centres concerned. After the war, however, sintje 
the gold points had ceased to operate, there was no limit to the 
risk involved in uncovered interest arbitrage. Consequently, the 
practice of leaving arbitrage funds uncovered was discontinued 
entirely. This does not, of course, mean that every balance abroad 
was covered. On the contrary, huge amounts of refugee money 
and foreign exchange reserves were accumulated in the centres 
whose currencies were relatively stable, and the very nature of 
those balances demanded that they should be left uncovered. But 
no bank transferred any funds merely for the sake of the higher 
interest rate without covering the exchange risk. After all, the 
depreciation of the exchange could in five minutes wipe out a three- 
months’ difference in interest rates. 

There was another reason why interest arbitrageurs after the 
war systematically covered the exchange risk. In many instances 
it was highly profitable to do so. The unusually wide premium 
on forward rates at times yielded abnormally large profits on 
interest arbitrage with the exchange rate covered. It was often 
profitable to invest funds in a market whose forward exchange was 
at a big premium, irrespective of the interest obtainable, for the 
forward sale of the currencies in question secured a handsome 
margin in favour of the operator. As Mr. Keynes pointed out,^ 
there was an occasion in 1920 when a seller of spot dollars could 
earn G per cent per annum, in addition to the interest received in 
London, by converting his dollars into sterling while selling the 
sterling forward for reconversion into dollars in a month’s time ; 
and in February 1 92 1 a purchase of spot lire against a sale of forward 
lire for one month would have yielded over 25 per cent per annum, 
in addition to the interest rate obtained in Milan. 


(4) MISGUIDED CRITICISM OF FORWARD OPERATION’S 

The main reason for these abnormal margins — wliich persisted in 
some currencies for ipiite a long time — was the widespread feeling 
of optimism that set in after the war regarding the future of the 
depreciated currencies. It was generally taken for granted that 
not only sterling, but the franc and the lira, even the German mark, 
would eventually .return to their Purchasing Power Parities, and 
even to their pre-war Mint parities. Speculative anticipation of 
1 A Tract on Monetary Reform, p. 130. 
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the rise of tlicse currencies resulted in a persistent preniiuin on 
forward sterling against dollars, and in a premium on the forward 
lira, mark, etc., against both sterling and the dollar. Ample 
opportunities were thus alforded for highly profitable interest 
arbitrage with the exchange risk covered. Such operations [)ro- 
vided a much larger percentage of the non-commercial Forward 
Exchange turnover during the years of the post-war currency 
chaos than was realised at the time. Indeed, ignorant politicians, 
Government officials and journalists denounced these transactions 
as speculative, even though they represented pure arbitrage, and 
in spite of the obvious fiict that they tended to correct the excesses 
of speculation. 

j\r. Jean Gasamajor ' quotes as a characteristic instance the 
ignorance of the Belgian authorities about tlie real nature of such 
swa}) oj)erations. In December 1922 five brokers were arrested in 
Antwerp and charged with bear speculation against the Belgian 
franc in association with the Amsterdam banking firm of H . Albert 
de Bary & Co. That bank, acting partly oti account of others, had 
been engaged in sway) oy^erations in Belgian francs since 1920. 
Owing to the yiremiuni on forward francs, it was ynolitable to invest 
funds in J^elgiuni with the exchange risk covered through the sale 
of forward Belgian francs. Evidently, these transactions tended 
to support the Belgian franc, for they caused a buying y)ressure on 
the sy)ot exchange ; it is true that at the same time they caused a 
selling pressure on the Forward Exchange, but since in any ('ase the 
forward rate was at an abnormal y)remiuin, there was no harm in 
this. In sjhte of this, the Belgian authorities instituted legal y)r()- 
cecdiiigs against the Dutch firm, seized its balancies in Belgium, and 
j)laced the brokers operating on their behalf under arrest. T^’liis 
action of the Government was universally condemned in the 
Press. 

Admittedly the Forward Exchange markets witnessed a large 
volume of oy)crations of an unquestionably si)eculative nature. 
But during the first three years of the yjost-war chaos, at any rate, 
these oyTerations tended to suy)port the depreciated currencies in- 
stead of attacking them. And since the sf)e(adators, with the 
exception of the bulls in sterling, y)roved to be wrong in the long 

^ Jean Gasamajor, Le Mnrchd h terme (ha chanqeH en France, 2ncl edn. (Paris, 
11)25), ])i). J 14-117. 

2 Tiniea, ainong otljtirs, coTiimcnUMl iipou it in strong terms in its l)e<*ejii})or 
16, 1622, issue. Among the IJelgian newspapers, Le Neptune of Antwerp dealt 
extensively with the case in its December 17, 1922, issue, and in subseqvient issues. 
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run, they paid the penalty for their “ sins What is more im- 
portant than any moralisation for or against speculators, the 
speculative supj)ort given to the depreciated European currencies 
by bulls operating in the Forward Exchange market largely contri- 
buted to the development of the custom of covering exchange risk 
in foreign trade. British importers, having a dollar risk to (jover, 
could do so at an actual profit to themselves, and so could British 
exporters to Germany, Italy, Belgium, etc. Tliere was, of course, 
the other side of the picture, since British exporters to the United 
States and importers from Germany, Italy or J^elgium found covering 
very costly. In spite of this, the existence of substantial forward 
premiums during the first post-war years must have contributed 
to no slight extent to making merchants Forward Exchange- 
conscious. 


(5) rilOKESSTONAL V, AMATEUR SPECULATORS 

In his classic cliapter on Forward Exchange,^ Mr. Keynes 
states that, during I he first period of the post-war cliaos which his 
book covered, s[)C(mlative operations in the Forward Exchange 
market were largely done by professional speculators, wliile 
amateurs (.‘onfined their activities to s])ot excluinges. This was 
substantially (jorrect at the time Avhen he wrote his book (in 1922), 
but a wave of non -professional speculation developed in Forward 
Exchanges during 1923, and reached its (*limax in 1924. The 
existence of such lacilities was gradually realised by the general 
public, and the Forward J\Iarket attracted many thousands of 
gamblers in every country. While the leading banks in most 
centres (confined their operations to the execution of orders, specu- 
lative or otherwise, for their owm regular clients, in no centre was 
there any difficulty in finding a bank w4iicli Avas willing to operate 
in Forward lixchanges on behalf of anyone who was prepared to 
leave an adecpiate deposit to cover the margin of probable fim^tua- 
tions. These operations were focussed for the most part on the 
French franc, and will be discussed in detail in Chapter XXX. 
They raised the turnover in Forward Exchanges to a level never 
attained before or since. Tliev also show-ed that in given (arcum- 
stances ex(*(‘ssive spc(udation in Forward Exclianges can be highly 
damaging, just as the experience of the earlier post-war years 
shoW'Cd that speculation in Forward Exchanges is not necessarily 
damaging. 

^ A Traci on Monetary Hcjorniy p. 132. 
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(6) WHY FORWARD EXCHANGE SURVIVED STABILISATION 

Throughout the post-war currency chaos it was widely believed 
that the Forward Exchange market, like other emergency devices 
such as exchange restrictions or Government intervention in the 
Foreign Exchange market, was bound to disappear as soon as 
normal and stable conditions were restored. Those who held this 
view did not realise (a) that restoration of normal conditions would 
not necessarily mean restoration of pre-war conditions, and (/;) that 
oven before the war there had been a moderately active Forward 
Exchange market. In fact, the market remained in existence 
during the period of post-war stability between 1925 and 19151, 
and its volume of turnover, though much smaller than during the 
currency chaos, was probably much larger than it had been be- 
fore the war. This was due to several circumstances : 

1. All currencies were not stabilised in 1925. It was not until 
1928 that the franc was legally linked to gold, while the 
peseta (continued to fluctuate until 1931. The volume of 
speculative forward dealing, which was small during the 
decade before the war, therefore remained relatively large. 

2. Confidence in the stability of currencies was not so well- 
established as before the war, and gold points were not relied 
upon to the same extent as the extreme limits of possible 
exchange movements. When on various occasions sterling 
or the mark declined to gold export point, this did not 
necessarily remove the desire for covering the risk of further 
depreciation. 

3. Having formed the habit of covering their exchange risks, 
many merchants continued to do so whenever the forward 
operation involved was profitable for them, or at any rate 
whenever it was not costly. 

4. A practice of borrowing abroad by means of swap operations 
developed during the years that followed the stabilisation of 
the currencies of countries which were depleted of capital 
resources. In particular the countries of Central Europe and 
Brazil developed this practice to a high degree. 

5. The development of long-distance telephone communications 
stimulated international exchange arbitrage, a large part of 
which was done in Forward Exchanges. There was also a 
fair amount of interest arbitrage, stock arbitrage — though not 
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as much as before the war — and bullion arbitrage with the 
exchange risk covered. 

6. During the period of great activity in Forward Exchanges, 
most banks established large Foreign Exchange departments 
which, being anxious to justify their existence after the 
stabilisation of currencies, did their utmost to create business 
for themselves. 

7. Short-term borrowing abroad increased considerably com- 
pared with its pre-war volume, and the extent to which the 
credits were covered was probably also larger. 

8. The banks adopted the habit of keeping many foreign cur- 
rency accounts for their Foreign Exchange requirements, 
and the balances were as a rule covered. 


(7) FORWARD EXCHANOE DURING POST-WAR STAIULITY PERIOD 

The experience of the period of stability has conclusively proved 
that the system of Forward Exchange can fulfil a useful role even 
amidst stable monetary conditions. The fact that it survived tlie 
exchange fluctuations shows that it had become an integral j^art 
of the international monetary system. Indeed, it was really during 
the period of stability that the Forward Exchange system canu^ 
to be a permanent institution in international finance. Its tech- 
nioue became finer, for, after the abnormally wide margins existing 
during the period of fluctuations, dealers had to get accustomed to 
operating with fractional margins. 

During the period of exchange fluctuations the main significance 
of the Forward Exchange system was that its facilities enabled 
legitimate trade to avoid exchange risk to a large degree. During 
the period of stability, its main significance was that it secured an 
international flow of funds to countries whose currencies did not 
enjoy confidence. During the years that followed the stabilisation 
of the (Jentral European currencies, it was the existence of h\)rward 
Exchange faiiilities that made it possible for impoverished cnnintries 
to attract a certain amount of short-term loans. Otherwise foreign 
lenders would not have dared to lend in terms of the weak cur- 
rencies, while borrowers would not have dared to borrow in terms 
of the strong currencies. 

The opposition to Forward Exchange dealings as a means for 
speculation, which was very strong during the jieriod of currency 
chaos, disappeared almost entirely after 1020, when speculation 
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on a large scale became confined to one or two minor currencies. 
From time to time there was a certain amount of bear speculation 
in reichsmarks and also in sterling, the rupee and other currencies, 
and between 1920 and 1928 there was a great deal of bull specula- 
tion in forward francs. But, even though these operations may 
hav^e been inconvenient, they did not cause grave embarrassment, 
and in any case a certain amount of speculative operations was re- 
garded as a matter of course. The strong defcnc^e of the system of 
Forward Exchange by Mr. Keynes also did much to influence 
expert opinion in its favour ; and, by the end of the stabilisation 
period, the Forward Exchange system had come to be accepted as 
an integral and normal part of the Foreign Exchange mechanism. 



CHAPTER IX 


THE FORWAJll) EXOHAN(iE MARKET AFTER 1931 

(1) KFFEC’T OF THE BANKING CRISTS 

The crisis of 1931 put the Forward Exchange system under a very 
severe test. The Austrian banking crisis undermined confidence in 
the stability of a number of currencies, and tliere was a sharp re- 
vival of demand for Forward Exchange facilities even before the 
actual collapse of sterling. The suspension of the gold standard by 
Great Hritain and a number of other countries towards the end of 
1931 caused a return to chaotic monetary conditions similar to 
those of the first few post-war years. This, however, would not in 
itself have im])aired Ihc efficiency of the Forward Exchange system. 
After all, the (hn^elopment of the market, as we have seen, had 
been largely assisted by the wild fluctuation of the exchanges after 
the war. Ibit there was a vital difference between the conditions 
prevailing before 1925 or 1926 and those that followed the sus- 
pension of the gold standard : during the period of post-war chaos 
the baiiking system remained more or less intact, but in 1931 a 
grave banking crisis coinended with the monetary crisis. 

But confidence in the banking system, as we showed in Chapter 
IV, was one of the basic (conditions of the development of a Forward 
Exchange market. A breakdown of that confidence inevn'tably leads 
to the breakdown of the Forward Exchange maiket. From the 
time when the modern Forward Exchange system first developed, 
there was no major banking crisis until 1931. Never before had 
there been any experience of the effect of such a crisis upon a highly 
develo]md Forward Exchange market. There had, it is true, Ikhui a 
fcAv minor breakdowns in the smooth w^orking of the system. In- 
deed, considering its sensitiveness, it is surprising that breakdowns 
had not occnirred more frequently. Between the ultimate buyer 
and the ultimate seller there is usually a long chain of intermediary 
deals and, as a practical writer rightly pointed out,^ the chain of 

^ H. W. niiilips, MofJern Foreign Exchange ami Foreign Eanking (Lomlon, 102(»). 
p. 139. 
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Forward Exchange transactions is as weak as the weakest of its 
links. Notwithstanding this, the breakdown in Forward Exchange 
facilities usually occurred not througli defaults on the part of dealers, 
but through Government restrictions. For instance, in 1923 the 
German Government prohibited forward transactions except be- 
tween two foreign currencies with the exclusion of the mark.^ In 
1 924 the French Government’s measures to restrict the granting of 
overdrafts to foreign borrowers, and the “ bear squeeze ” that 
followed, resulted in a number of defiiults on Forward Exchange 
commitments. The same kind of Forward Exchange crisis was 
repeated in 1926 after the second Poincare bear squeeze. Again in 
1930 the Banco do Brasil had to consolidate its accumulated For- 
ward Exchange commitments through an external credit trans- 
action. All these were local breakdowns affecting one particular 
currency at a time. In 1931, however, the whole of the Forward 
Exchange market came very near the jjoint of a general breakdown. 


(2) THE CRISIS OF REICHSMARK AND STERLING 

The events that led to this crisis within the general financial 
crisis are too well known to require repetition in detail. Tlie Credit- 
anstalt suspension led at once to a general run on Central European 
currencies, accompanied by speculative forward selling. Forward 
reichsmarks went to a big discount, even though the spot reichs- 
mark was at gold export point. The quotations were of course 
purely nominal. Sellers were prepared to accept a rate far under 
gold export point, on the assumption that by the time the forward 
contracts matured the reichsmark would have depreciated. f)ut- 
standing forward commitments in reichsmarks were considerable, 
so that when in July the German Government introduced a general 
moratorium on external payments the Foreign Exchange market 
was faced with an embarrassing situation. A large part of the 
commitments was, however, liquidated, thanks to the privileged 
treatment given by the German authorities to balances on f^oreign 
Exchange accounts. 

The really grave crisis in the Forward Exchange market came 
after the suspension of the gold standard in Great Britain. The 
depreciation of sterling inflicted heavy losses upon merchants all 
over the world, and from September 1931 every merchant souglit 
to cover the exchange risk. After the war the demand for such 
^ J. Vogel, Da8 Devisentermingeschdfty pp. 2 and 56. 
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facilities had developed gradually ; but in 1931 it arose almost 
overnight. Simultaneously, there was a huge demand for Forward 
Exchange facilities for speculation, and holders of uncovered time 
deposits and securities in every currency also endeavoured to secure 
cover. The demand for Forward Exchange facilities suddenly rose 
to a multiple of the figure which had been customary during the 
period of stability. In the previous period of instability in 1924 
or thereabouts — the banks had found no difficulty in coping with 
such a demand. In 1931, however, a sharp contraction in the 
volume of available facilities coincided with the sudden increase in 
the demand. 


(3) WAVE OF DISTRUST 

The crisis of the Creditanstalt, which until the fateful announce- 
ment of May 1931 had been generally regarded as the model of 
sound banking, dealt a severe blow at public confidence in banks in 
general. This was followed by a series of fresh shocks in the form 
of bank suspensions in Central Europe and elsewhere, the most 
severe of which was the suspension of the Darmstadter- und National- 
bank. A world-wide wave of distrust of banks developed. Indeed, 
there was hardly any name which was not subject to anxious 
irKpiiries at some time or other in 1931. Fears that banking 
diiiiculties in liondon would ensue from the Central European 
crisis were at least as much to blame for the flight from the pound 
as wtM’e fears of a depreciation of sterling. At the same time the 
sudden withdrawal of French official deposits from New York gave 
rise to anxiety about the position of some of even the strongest 
American institutions. Whether or not this anxiety was justified 
in the various instances, it was bound to produce a paralysing 
effect on Forward Exchange activities. 

It is often pointed out that the risk involved in taking doubtful 
names for Forward Exchange transactions is limited to the possible 
range of the exchange rates during the currency of the forward 
contracts. In normal conditions that risk may be negligible ; but 
in 1931 it was impossible to foresee the degree of the depreciation 
of the various currencies. Moreover, at a time when almost any 
country might impose exchange restrictions or moratoria, the risk 
of non-delivery of a currency under a forward contract is vastly 
greater than the risk of a normal exchange difference. Conceivably, 
the default on the part of a bank in delivering the exchange it had 
sold forward might prove highly embarrassing to the buyer who, in 



76 EVOLUTION OF FORWARD EXCHANGE SYSTEM part ii 

turn, might be unable to fulfil his own liabilities except at a very 
heavy loss. 

(4) what’s in a name ? 

It is no wonder, then, that during an uncertain period such as 
1081 the dealers scrutinised with particular care the names they 
were asked to take for forward contracts. In many instances their 
distrust was grossly excessive. Admittedly it is easy to criticise 
by jobbing backward, but even at the time it seemed absurd that 
American banks should have established a standing rule to take no 
other London name than those of the clearing banks. As a result 
of such ex(?essivc distrust, many banks in London and abroad were 
practically excluded from the Forward Exchange market. This 
did not mean that the remaining banks were able to do more 
business, for the Foreign Exchange departments always have strict 
instriKitions not to take; any name for forward dealing beyond a 
certain limit. Plajdng for safety, bank managements in 1081 were 
inclined to reduce the limits rather than to increase them, even for 
the best names. The possible limit of total forward transactions 
was thus very drastically reduced. While the leading banks were 
able to satisfy the requirements of their mexst valued commercial 
customers, many merc^hants were unable to secure the facilities 
they so urgently needed. The Forward Exchange system feilcd 
the commercial community precisely at the time when its assistance 
was jnost nec^essary. 

Had the wave of distrust in the banking world continued for 
long, it would inevitably have accicntuatod considerably the con- 
traction of the volume of international trade. As it was, many 
business deals had to be abandoned owing to the difliculty of cover- 
ing the exchange risk. From the end of 1981 onward there was, 
however, a revival of confidence. The international banking crisis 
passed its climax. Even though there wc^Te banking crises in many 
cmmtrics during 1982 and 1933, the wave of distrust that ])aralysed 
the Forward Excduinge market tewards the end of 1981 never 
returned to the same degree. The ncjirest approa(*h to the distrust 
of 1981 occurred during the American banking crisis early in L)88. 
Owing to the wholesale failure of banks in the United States, 
banks became reluctant to take almost any American name. 
And the dealers of those leading I^ondon financial houses whose 
names had been refused by the big American banks in 1931 derived 
no slight satisfaction from being able to return the compliment 
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eighteen months later. But even the leading American banks were 
reluctant to take one another’s names for forward transactions, and 
the story goes that the London branch of one leading New York 
institution refused the name of its own head oflice. As, however, 
the crisis was confined to American banking, it did not materially 
affect the efficiency of the Forward Exchange market outside 
New York, or in currencies other than the dollar. In the Forward 
Exchange market there was no comparison between the rey)er- 
cussions of this crisis and those of the deadlock of 11)31, though the 
late of the huge volume of contracts during the enforced Bank 
Holiday” in the United States in March 1933 was a matter of 
much concern for a few days. 


(5) RKSUMITIOX OK NORMAL AOTIVITV 

T^o some extent, the deadlock was overcome by adopting the 
ymuitice of (pioting different rates for different classes of names. 
This was not altogether an innovation, but after 1931 it became 
mucli more prevalent, es[)ecially during the spasms of feverish 
activity in Forwai’d Exchange that accompanied wide movements 
in sterling or dollars or the attaciks on tlic various gold currencies. 
In the course of time it had become evident, however, that the 
weak units in the banking system had all disappeared, and most of 
the banks which survived were worth trusting. Ay)art from this, 
it had become possible to form a vague idea of the extent of the 
possible dej)re(aatioii of various currencies. (Jradually, most banks 
re-entered the Forward Exchange market, though there still 
remains a higher degree of discrimination between names than 
there was at any time before 1931. 

From April 1933 onwards, it can be said that the Forward Ex- 
change market has functioned smoothly. From time to time, em- 
barrassing situations have arisen in conseiiueiice of the imposition 
of exchange restrictions by one country or another. For instance, 
the blocking of lira balances in 1930 necessitated compensation 
arrangements by which the outstanding forward contracts were 
gradually liquiclated; and the forward market in lire ceased to 
exist. Again, the Spanish civil war in 193() led to a deadlock in 
the peseta market. But apart from such episodes — which left the 
major currencies unaffected the system has been able to jwovide 
all the facilities that were rccpiired for short-term commercial re- 
quirements. These re(iuircments themselves tended to decline in 
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1935, as a result of the temporary stabilisation of the dollar and 
the relative stability of sterling.^ 

(6) coveri:ng exchange risks 

During the years that followed the crisis of 1931 there was an 
increase in the practice of covering the exchange risk on foreign 
balances. In this respect the situation somewhat resembled 
that current before the stabilisation of currencies. Interest 
arbitrage with uncovered exchange again became unpopular, even 
between countries with gold currencies. Speculative pressure on 
various Forward Exchanges again resulted in discrepancies that 
made swap operations abnormally profitable. Once more, these 
abnormal discrepancies were not exploited to their full extent by 
the banks, owing to the fact that the resources they were able or 
willing to use for that purpose w^ere not by any means unlimited. 
In the case of the French franc, the profit on selling spot francs and 
bujdng them back for forward delivery attained fantastic pro- 
portions at times, because of the limited supply of francs available 
for interest arbitrage in possession of foreign holders or of French 
banks. 

Another important source of activity in Forward Excjhange 
since 1931 has been the development of the practice of covering 
capital invested in foreign countries, whether in the form of security 
holdings, real property, wwking capital of subsidiary companies, 
or commodity stocks. The hedging against the risk of the de- 
preciation of these assets through a fall of the exchange has resulted 
in a constant non-speculative bear position in the vulnerable 
currencies, and this position is usually renew^ed every three months. 
In some instances the hedge is removed and restored from time to 
time, according to the prospects of the exchange concerned. Until 
the middle of 1935, a large part of the hedging was carried out by 
means of forward transactions in gold. This practice — which i!i a 
way provided rival lacilities to those of the Forward Exchange 
market — was an innovation produced almost entirely by the crisis. 
In July, 1935, an embargo was placed on speculative forward dealing 
in gold in jjondon, and although this unofticial restriction did not 

^ Mr. McKenna, addresuing tho shareholders of the Midland Bank on January 28, 
193fi, remarked that “. . . Forward Exchange contracts outstanding are very 
much lower on the year ; this is due partly to the somewhat more stable exchange 
rates oj^erating during 1935, and partly to greater confidence concerning tho future 
of the dollar.'' 
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apply to operations for legitimate hedging, the forward gold market 
contracted to such an extent as to become practically useless for 
hedging purposes. 


(7) SPECULATION AFTER 1931 

The volume of speculative Forward Exchange operations since 
1931 has not been nearly as large as it was during the early post- 
war years before the stabilisation of the currencies. In the early 
stages the limitations of forward facilities made it dillicult to deal 
freely for speculative purposes. Those banks whose names were 
accepted reserved their facilities for commercial customers. Even 
subsequently, when the market became wider, tlie leading banks 
did not encourage speculative forward operations. It was no longer 
possible for speculators to walk into any bank and open a specu- 
lative account on payment of a reasonable deposit. Nevertheless, 
at times of acute pressure on various currencies, speculators usually 
found a way to operate. Throughout this period the volume of bear 
positions was usually small in comparison with that of the flight of 
capital, iiut, jirecisely because of the relative narrowness of the 
Forward Exchange market compared with its dimension of 1924-26, 
even a comparatively moderate volume of speculative business was 
able to produce a marked effect on forward rates. In July 1935 
an unofficial embargo was placed on speculative Forward Exchange 
operations in London and some other centres, as a result of which 
their volume declined further. 

The only iieriod during which there was a really large volume 
of speculative forward dealing noticeable w^as between March and 
May 1935. The movement began with the attack on the belga, and 
after the devaluation of the belga similar sweeping attacks were 
directed against the three remaining gold currencies in turn. Even 
then, the total volume of speculative operations was much smaller 
than is generally assumed on the basis of the movements of forward 
rates. The flight of foreign balances and national capital from the 
countries concerned was vastly more substantial than the specula- 
tive positions in the forward market. This is one of the reasons 
why the resources required for the defence of curremiies have be- 
come so much larger. In 1894, when the attack on the rouble w^as 
purely speculative, Mendelssohn & Co. were able to rout the bears 
with the aid of £500,000. Thirty years later, when the attack on 
the franc was largely speculative, but there was a fair amount of 
genuine flight of capital, M. Poincar6 needed resources amounting 
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to £24,000,000 to defeat the attack, hi 1931, when the attack on 
the pound mainly assumed the form of a flight of foreign capital, 
the British authorities used up credits amounting to £130,000,000 
without being able to save sterling. And the defence of the franc 
in face of a wholesale flight of French (japital in 1935- 30 c.ost several 
times that amount in loss of gold. 


(8) DEVALUATION OE THE EUAN(^ 

Even though speculation in forward francs contributed to the 
selling pressure which eventually led to the collapse of the resistance 
of the Gold Bloc, the main factor was the flight of capital. From 
the summer of 1935 onward, the volume of speculative activity in 
forward francs and other vulnerable currencies was progressively 
reduced, as a result of the unoflicial embargo on speculative Forward 
Exchange transactions. Admittedly, this embargo was far from 
watertight, as we shall see in Chapter XL ; but it resulted in a con- 
siderable contraction of the forward market in francs, especually 
between June and September 1930, when the Fren(;h authorities 
made special efforts to enforce it. As a result of the (jontraction of 
the forward market, however, the rate became sensitive to even 
comparatively small pressures, and in September 193() the discount 
on forward francs reached a high level, even though the volume of 
speculative of)erations was not nearly so large as in May 1935. 

For a few days after the announcement of the devaluation of 
the franc, the absence of Foreign Exchange dealings in Baris -or 
of franc dealings in liondon — resulted in another brief deadlock in 
the Forward Exchange market. But once dealings were resumed, 
the forward rates of the devalued currencies settled down to reason- 
able figures and the Forward Exchange market recovered its nornud 
appearance — presumably until the next crisis. 


(9) THE ROLE OE SPE(aTLATION 

Admittedly, as will be explaified in later chapters, speculative 
forward selling of a currency is caj)able of leading to a loss of gold 
by stimulating swap operations. But even allowing for this factor, 
it is safe to say that the role of speculation in the Forward Exchange 
market was not nearly as destructive during the series of crises that 
began in 1931 as it was in 1924. During the second post-war i)eri()d 
of exchange fluctuations, the role played by the Forward Exchange 
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market has been overwhelmingly constructive. Even to the extent 
to which it assisted in bringing about the fall of various currencies 
it merely acted as an instrument of fundamental tendencies which 
arose from the existence of a disequilibrium, and which made the 
position of the currencies in (jucstion untenable in the long run. 
Against this possibly adverse effect of the Forward Exchange 
system must be set the benefit which it conferred by enabling 
foreign trade to carry on in spite of vulnerable exchanges. The 
existence of facilities for covering the cxcjhange risk during this 
period was even more important than during the period of post-war 
fluctuations. For margins of ])rofit in practically every branch of 
trade were much lower than they had been tem years earlicir, and, 
after years of depression, most merchants could ill afford to expose 
themselves to the risk of currency depreciation. 
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PART III 

PRESENT ORGANISATION 
OF FORWARD EXCHANGE 




CHAPTER X 


THE ELEMENTS OE THE FOUVVAUl) EXCHANCE MARKET 


(1) NO SEPARATE FORWARD MARKET 

Havinc traced the evolution of the Forward Exchange market 
from its earliest days, our next task must be to describe the market 
as it exists today. In this respect, tlio ground is relatively well 
covered. There are a number of practical text-books on Foreign 
Exchange^ which contain more or less detailed descriptions of how 
the Forward Exchange market works. They were written by 
Foreign Exchange dealers who know a great deal more about the 
practical aspects of the subject than I can ever hope to. None the 
less r have considered it necessary to devote seven chapters to the 
present organisation of Forward Exchange because 1 consider that 
these writers, in spite of their superior kiiowledge and experience, 
have not discussed their subject in sufficient detail, and because 
they liavo not always examined the broader implications of their 
facts. A comprehensive survey of the system of Forward Exchange 
as it operates in practice today is an indispensable prelude to the 
study ol its deeper theoretical aspects. 

The Forward Exc^hange market forms part of the Foreign 
Exc^hange market. Early attempts at organising separate Forward 
Excjhange markets did not bring satisfactory results and were for 
the most part abandoned. There is, indeed, no reason for trying 
to segregate forward dealing, especially as most forward transactions 
assume the form of buying and scjlling spot against forward. The 
volume of “ outright ” buying or selling of Forward Exchange is 
much smaller than that of the dealings in “ swaps ”, that is buying 
and selling s})ot against forward. 

in many centres the Foreign Exchange market is, in theory at 
any rate, an open market, which means that there is no closed 
membership as on the Stock Exc^hangc, and anyone can deal 

^ n. E. Mtvnial oj Forcifpi Exchange i 11. W. Philips, Motiern Foreign 

Exchange ; H. C. F. Holgato, Foreign ExcJumge, etc. 
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provided that his name is taken. In this latter respect, there is a 
material difference between dealing in spot and dealing in forward. 
Admittedly, even for spot transactions the market is particular 
about names. After all, much may happen even within the two 
days which elapse before exchanges bought and sold for spot are 
due to be delivered. But unless a bank is definitely under a cloud, 
its name will always be taken for spot transactions up to a reasonable 
amount. It is totally different in forward dealing. There the risk 
involved is considerably greater; dealers are therefore particular 
about the names they are prepared to take tor forward business, 
and about the amount up to whi(‘.li they are prepared to take the 
various names. We have seen in the last chapter that difficulties 
about names brought the Forward Exchange market to the verge 
of breakdown towards the end of 1931. 


(2) DISADVANTAGE OF “ OFFICIAL ’’ MARKET 

In some continental centres there is still an “ official” Foreign 
Exchange market on the Bourse, and membership of this market 
is of course strictly limited. Even in l^iris, where anyone of 
male sex can walk into tlie Bourse, the section dealing with 
exchange is closed to non -members. As far as London, New 
York and many other centres are concerned, the dealing takes 
place over the telephone, and the members of the market need 
never meet. Banks in the same centre deal through the inter- 
mediary of Foreign Exchange brokers, while between the various 
centres they deal direct with one another. Even in centres where 
an “ official ” market exists it usually ojicrates for only a limited 
number of hours each day, and outside those hours the system of 
dealing is the same as in London or New York. As far as dealing 
in Forward Exchanges is concerned, the Anglo-Saxon system is 
generally regarded as preferable to the (jontinental system, precisely 
because names play sikjIi an important part. It happens much 
more frequently that names are refused in forward dealing than in 
spot dealing, and a refusal can be made much more conveniently 
for both parties concerned if the negotiations take place over the 
telephone through the intermediary of a broker. Even though 
brokers act as intermediaries also on the Bourses, the refusal of a 
name is much more likely to come to the knowledge of the firm 
whose name is refused, and — what is worse — to the knowledge of 
the market in general, than under the system of dealing over the 
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telephone. For this reason among others, the role played by 
Foreign Exchange brokers is much more important in forward 
dealing than in spot dealing. 

(3) DEALING OF MEMHERS OF THE MARKET WITH OUTSIDE CUSTOMERS 

While in theory anybody is at liberty to deal in the market, in 
practice dealing is usually confined to a relatively small number of 
banks. Those outside the banking community are not, as a rule, 
in a position to deal in the market, and have to deal with their 
bank, even though their standing may be quite as good as that 
of the banks with whom they have to operate. Even the largest 
industrial or commercial firms, insurance companies, etc. — though 
they may possess a Foreign Exchange department of their own to 
cope with their large volume of transactions -have to make use of 
the .services of a bank for their Foreign Kxchange dealing, whether 
spot or forward. 

Accordingly, in examining the organisation of the Forward Ex- 
change market, it is necessary to distinguish between two kinds of 
transactions, namely, dealings between bankers and their customers 
who are not members of the Foreign Exchange market, and dealing 
between banks. This distinction is essential, because in the majority 
of cases the banks are not mere intermediaries, but principals, in 
their relations with their customers. This fact is not generally 
realised outside banking circles. There is a widespread belief that 
the role of banks is confined to passing on the orders of their 
customers to the market, just as stockbrokers do. In reality, the 
role of banks in the Foreign Exchange market is somewhat similar 
to that of the jobber, not of the broker, though with the difference 
that the banks deal direct with the idtimate buyers or sellers. If 
banks acted as brokers to their customers, in pracitico it would mean 
that they would simply charge their customers the rates obtained 
in the market, plus or minus their own commission. As it is, they 
usually quote rates even before they know' the rates at which they 
arc likely to cover— except in the case of large amounts, when it is 
safer for them to cover at the moment of fixing the rate to their 
customers. The banks thus assume a greater risk than brokers, 
and are therefore entitled to a turn in excess of the usual com- 
mission. Moreover, in forward dealings, a bank also lends its name 
on its customers’ transactions, which in the case of smaller com- 
mercial or industrial firms, or of firms of secondary standing, is of 
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particular importance. In this respect, banks play the same role 
as they do when granting acceptance credits. For this reason alone, 
their customers are not entitled to claim- -as they sometimes do — 
that the rates charged to them by their banks should be identical 
with those quoted in the market at the time of the transactions. 


(4) now HEALINGS OUTSIDE THE MARKET AFKECT RATES 

While transactions between members of the market affe(?t for- 
ward rates directly, transactions between banks and their customers 
affect the rates only indirectly, as and when they result in forward 
transactions between members. They do not necessarily do so. Tn 
the following cases the banks do not immediately “ undo ” in the 
forward market the deals coiKiluded with their customers : 

1. ilany banks, while insisting that their customers who can 
ill afford to take risks — should always cover the Forward 
Exchange on certain transactions, themselves elect to cover 
only when their view of the excihange ])r()spccts suggests 
that cover is necessary. During the period of stability this 
practice was adopted to some extent by continental banks 
regarding acceptance credits arranged abroad for their 
customers. 

2. Sometimes, too, a bank, instead of covering the forward 
operations of its customers in the Forward Ex(diange market, 
jircfers to cover it by means of a spot transaction, through 
increasing or reducing its balance or its overdraft with its 
forei gn correspondents . 

II. Forward transactions between banks and their customers 
may to a large extent be ‘‘ married ” ; in which case it is only 
the balance between the buying or selling orders that comes 
to the Forward Exchange market ; or where there is a 
difference in dates, the transactions may lead to dealing in 
short forward against long forward in the market. 

4. It is also possible for a forward deal between banker and 
customer to be covered by an operation in bills, in which 
case it does not come to the Forward Exchange market 
proper. Broadly speaking, however, the majority of forward 
deals between banks and their customers lead to corre- 
sponding deals in the market. 

The most important point in distinguishing between deals within 
and outside the market is that very often, and to a very large 
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extent, short or long positions carried by banks in relation to other 
members of the market are covered by deals between banks and 
their customers. 1Miis point alone makes it imperative to distinguish 
those sources that feed the volume of forward transactions out- 
side the market from those that feed transactions within the 
market. 

There are live main sources from which forward transactions 
between the banker and his customer may originate : 

1. Imports and exports, both visible and invisible. 

2. Hedging operations against assets abroad and against hold- 
ings of commodities whose price is affected by exchange 
movements. 

3. Various kinds of arbitrage operations. 

4. Speculation. 

5. Operations of every kind by banks which have no foreign 
exchange de])artments or whose names arc not taken in the 
market for forward transactions. 


(o) rOMMKKOIAL OrEKATIONS WITH CUSTOMERS 

f'orward operations originating from imports and exports of 
(‘ommodities are usually regarded as the “ bread and butter ” of 
the market. The ini])ort and export of services can also lead to 
forward transactions. The same considerations which determine 
wlu tJicr or not a merchant^ covers the pur(4]ase or sale price of 
commodities also apply for the freight and other expenses attached 
to their transport, especially as in many instances tliese expenses 
constitute a very large proportion of the value of the goods. In- 
sura.nce of every kind in terms of a foreign currency may also lead 
to covering transactions on the part of the insurer. Insurance 
(companies themselves often ])refer to cover their foreign currency 
risks by means of foreign currency accounts instead of forward 
transactions. The large tourist agencies, on the other hand, usually 
cov^er by means of a Forward Exchange transaction the exchange 
risk on tours definitely arranged in advance. Interest on capital 
invested abroad is not often covered ; in fact, investors have only 
recently formed the habit of covering the exchange risk on their 
capital. 

There are a variety of hedging operations that may give rise to 
Forward Exchange transactions between banks and their customers. 
We have seen in the last chapter that since 1931 holders of various 
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assets abroad have acquired the habit of covering their exchange 
risk whenever that risk appears particularly acute. Assets which 
are thus covered include real property, participation in enterprise 
abroad, foreign subsidiaries, the holding of foreign securities, the 
possession of commodity stocks abroad, etc. Owners of imported 
commodities whose price is largely affected by any changes in the 
exchange rate, if they are unable or unwilling to cover this risk by 
forward operations in the commodities themselves, also hedge by 
means of Forward Exchange operations. 


(0) ARBITRAGE AND SREOULATIVE OPERATIONS 

Of the various types of arbitrage which may give rise to Forward 
Exchange transactions between banks and their customers, prob- 
ably the most im]:)ortant is Stock arbitrage. Although members 
of the Foreign Exchange market also undertake such operations — 
in fact, they are obviously at an advantage in competing with non- 
members -the bulk of it is done by Stock Exchange firms or others 
who have to cover their Forward Exchange through a bank. In 
the Hullion market, too, most bullion brokers in London have no 
Foreign Exchange departments of their own, and their operations -- 
unless they are acting merely as agents on behalf of banking 
customers — also give rise to forward transacjtions between bankers 
and customers. Interest arbitrage is as a rule (jonfined to banks, 
though very large commercial firms may take a hand also. When 
in abnormal conditions the margins of profit on swap transactions 
are particularly wide, then some sections of the public are tempted 
to undertake interest arbitrage. Exchange arbitrage proper -• 
whether time arbitrage or space arbitrage— -is, however, for obvious 
reasons confined to the professional dealers in the market. 

Since the summer of 1935 banks have not been supposed to 
carry out speculative operations on behalf of their customers. But 
this unofficial embargo, like most unofficial embargoes, has been 
far from water-tight. It is not always possible to check the correct- 
ness of the statement of customers that the forward transaction 
they wish to undertake is of a genuine commercial nature. There 
are, moreover, many borderline cases. Even though the volume 
of speculative dealings on account of customers is much smaller 
than it used to be, it is by no means negligible, and at times of 
acute attacks on various currencies it increases to a substantial 
figure. 



CHAP. X ELEMENTS OF FORWARD EXCHANGE MARKET 


91 


(7) OPERATIONS BETWEEN BANKS 

There are banking houses which have no Foreign Exchange 
departments of their own, or whose names are not taken for forward 
transactions. Their forward business, whether it represents their 
transactions with their customers or transactions on their own 
account, is carried out by some bank whose name is taken in the 
market. The latter is in a position to know tlie banks concerned — 
which is not necessarily the case with other members of the market 
to whom the name may be offered. And the bank which operates 
in the market may possess security which duly safeguards it 
against any possible losses. It is necessary to bear in mind that 
while in transactions between banks and their customers a security 
to cover the possible exchange fluctuations is often demanded, this 
is never the case in transactions in the market — there a name is 
either taken or not taken. Thus, very often banks which cannot 
o])eratc in the market are in a position to operate as customers of 
one of the banks which operate in the market. 

Let us now enumerate the sources from which Forward Ex- 
change operations may originate between banks operating in the 
market. TMicy are as follows : 

1. (k)vering of positions arising from any of tlie abov^e types of 
business with their customers. 

2. ('overing of tlieir balanc^es or ov^erdrafts in foreign currencies. 

‘1. Covering of bill transactions. 

4. Hedging operations of various types. 

5. Arbitrage operations of various ty])es. 

0. Borrowing througli the Forward Excliange market. 

7. Window-dressing and end-of-motith o{)erations. 

S. Speculation on their own account. 

As wo pointed out above, the operations between banks and 
their customers may or may not give rise to corres])onding Forward 
Exchange o{)erations in the market. While there are a variety of 
reasons why oj)erations with customers need not be undone in the 
market, in a great many cases they arc undone. In the case of 
large commercial banks with a large clientele, these operations 
usually form tlie bulk of their Forward Exchange transactions, 
especially as such banks are usually not very active in arbitrage, 
and abstain from speculation to a large degree. 
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(8) COVERIT^G BALANCES AND OTHER ASSETS OR LIABILITIES 

In stable nionetary conditions, whether or not a bank covers its 
balances and overdrafts in foreign currencies may depend upon tlie 
view it takes of the likely fluctuation of the ex(;hange rates within 
the gold points. ITnder conditions of widely fluctuating exchanges, 
however, most banks as a rule take good care to balance their 
assets and liabilities in terms of every currency. While they may 
carry open positions on account of their customers, and their own 
positions cannot possibly be balanced every minute, their dealers 
have strict instructions not to carry open ])Ositions overnight. 
Fluctuations in the amount of balances or overdrafts in foreign 
currencies thus give rise to a great deal of forward transactions 
between banks. 

If a bank arranges an acceptance credit in a foreign currency 
for its customer, and covers the ex(;hange risk, the transaction 
represents the covering of a transaction between the bank and its 
customer. Tf, however, the a(j(;e[)tance credit is arranged by the 
bank for its own account for the purpose of drawing finance bills 
against it, then (he covering of the exchange risk constitutes a 
direct operation on its own account. 

Banks may possess assets in a foreign country, in which (rase 
they may find it advisable to hedge against the exerhange risk. 
They may own real pro|)erty abroad, especially if they ha ve braiu'hes 
or subsidiaries in foreign countries. They may have partici|)ations 
in foreign banks, or other foreign security holdings. Their braiu'hes 
abroad have a working (;apital in foreign curren(;i(\s. It is legitimate 
for banks to cover the exchange risk on all thes(^ assets, and tlu^ 
considerations which influence the decision of co?)Hnercial linns 
whether or not to (^ovor their assets abroad also apply concerning 
banks. 


(D) ARBITRAGE OPERATIONS BV BANKS 

Arbitrage operations (jonstitute a large proportion of the for- 
ward P]xchange business between banks. Then^ is, in the first plac^e, 
a great deal of exc^hangc arbitrage proper, either to take advantage 
of the discrepancies between forward rates cpjoted at the same time 
in different centres or to buy or sell short against long Forward 
Exchange. 1 nterest arbitrage is also an im [)ortant sourcie of forward 
business, especially amidst unstable conditions, when all the funds 
engaged in it are covered. Many banks are very keen on Stock 
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arbitrage on their own account or on joint ac(;ount with other banks, 
and this f)rovides their Foreign Exchange departnionts witli a certain 
amount of forward business. ( ) j)erations in gold and silver bullion by 
banks on their own account or on joint account with other banks 
are a substantial source of short Forward Exchange transactions. 

Borrowing through the Forward Exchange market is a practice 
which from time to time has assumed considerable dimensions since 
the war. It is well to realise that the Forward Exchange market 
provides an alternative to the internal money market for covering 
rc(iuircments in short-term loans. In some instances a shortage 
in a particular (uirrency for particular dates is remedied by swap 
o|)erations whi(?h do not (jonstitute borrowing in the real scmisc 
of the term, for in exc^hange for the loan of, say, marks the bank in 
question lends sterling. If, however, the swap operation is com- 
bined with the lending of the marks obtained i)y the British bank, 
so that the Oerman bank has the use of both sterling and marks for 
the period concerned, then it is a loan oj)cration proper. Sucli 
operations, knoAvn under the name of “ swap and deposit ”, were 
carried out on a very large scale after the stabilisation of the 
Central European currencies, when the German and Austrian banlvs 
and others covered a large part of their requirements by such 
means. From the point of view of the lenders, the oj)eration falls 
into the category of interest arbitrage. It is none tlie less true 
that “swap and deposit” transactions constitute a peculiar type 
of credit ()[)eration giving rise to Forward Exchange business in the 
market between banks. 

( 10 ) WINDOW-DRESSIXG AND SPKCL LATION 

The pra(;tico of window-dressing and the imTcased requirements 
of certain money markets for funds at certain dates also give rise 
to much Forward Exchange business. Banks with balances abroad 
usually repatriate a large ])roj)orti()n of their balances for such 
dates. As, however, they arc anxious not to interfere with their 
Foreign Exchange positions, the (auTencics sold are usually re- 
]nirchased for delivery after the dates in (piestion. hi the Anglo- 
Saxon centres such operations usuaHy take place only for the 
banks’ balance sheet dates, for the end of the year and, to a much 
less extent, for the end of the half-year and cpiarter ; but in most 
eontinental centres the ])ractice of repatriating funds for the end of 
each month is still prevalent, though perhaps not to the same 
extent as in the past. 
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Lastly, some banks speculate in exchanges on their own account. 
The names of some of the speculative banks are liousehold words in 
international finance, but even among those banks which emphatic- 
ally declare that they never carry open positions overnight there 
are some which at times indulge in speculation on their own account. 
Moreover, the rule that positions are to be balan(;ed at the close of 
every day does not exclude the possibility of speculating in the course 
of the day. Many a position may be opened and closed between 
10 A.M. and 5 p.m. Jf we include such operations, the pro})orti<)n 
of speculative forward transactions to the total turnover of the 
Forward Exchange market is by no means negligible. 

Even though part of the transa(;tions between banks and their 
customers is covered outside the market, it is safe to assume that 
the volume of forward dealing within the market is as a rule several 
times larger than that of dealing between banks and their (uistomers. 
The next chapter will be devoted to the examination of the methods 
by which these operations in the market are carried out. In the 
subsequent chapters the various sources which supply the volume 
of the business to the market will be examined in detail. 



CHAPTER XI 


THE TECHNIQUE OF THE FORWARD EXCHANGE MARKET 

( 1 ) SWAP V. OUTRIGHT OPKHATTONS 

Forward Exc^hange market, as wc sliowed in tlie last chapter, 
is not a thing apart, l)ut forms a section of the Foreign Exchange 
market. Apart from any other reasons, this is necessarily so 
l)ecaiise by far the larg(T part of forward dealings assume the form 
of swap transactions, that is the pnr(;hase or sale of si)ot excliange 
against Forward Exchange. This is one of the essential dilferences 
between Forward Exchange business within and outside the 
market. While to a great extent dealing between banks and their 
customers takes the form of buying or selling forward currencies 
outright, the bulk of forward dealing in the market proper assumes 
the form of swaj) transactions. TJie only occasions on which 
customers ro(|uire swap accommodation is when they undertake 
arbitrage o[)erations, or when their existing forward commitments 
have to be renewed on maturity. Of the two occasions, the second 
is easily the more frecpient. It arises wherever necessity for hedging 
is prolonged, and also when payments arising from foreign trade 
are not received by the date on which they wore expected. It also 
arises when a speculative position is renewed. 

The volume of outright ” forward operations in the market is 
relatively small. Whenever a bank assumes a forward commit- 
ment in relation to a customer, the standing rule is that it shall be 
covered at once by a spot operation.^ The development of this 
practi(;e is largely due to the fact that it is as a rule much easier 
immediately to find a counterpart for a spot transaction than for a 
forward transaction. This is because all spot transac^tions are 
necessarily for the same date, while forward transactions are for a 

^ In praetiiio a number of smaller transactions are allowed to accumulate before 
they are covennl, because the minimum lunount of operations in the market is 
usually much higher than the amount of most single commercial transactions 
between banks uiul their customers. 
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variety of dates. If anyone tried in a hurry to buy or sell outright 
for a certain date — even if it were for three months, for whicli there 
is usually a good market — the chances are that the rate would 
move considerably against liim. If on the other hand the dealer 
takes his time and, instead of forcing the market, waits patiently 
until a counterpart to his deal comes his way, he runs the risk that 
meanwhile the basic spot rate may move against him. Tlie 
assumption is that the spot rate is liable to wider fluctuations than 
is the forward rate. For these reasons a forward commitment 
outside the market is covered in the lirst instance by a spot trans- 
action in the market. If a bank has bought forward I'rancs from 
its customer, it sells s})ot francs in the market. Subsecpiontly it 
will undo the deal by means of a swap transaction, buying spot 
francs against forward francs. On the other hand, if a bank has 
sold forward francs to its customer, it buys spot francs in tlic 
market. Again, it will later adjust the commitment by means of a 
swap deal. 


(2) CHANGINO CONDITIONS 

Although there is obviously a great deal to be said in favour of 
the method practised by the market, there are also arginnonts 
against it. The covering of a Forward Exchange transa(;tion con- 
cluded outside the market by tw-o operations instead of one is 
obviously complicated and the chances are that it will involve the 
loss of tw o turns ” instead of one. Moreover, in recent years the 
fluctuations in forward rates have not been so negligible compared 
with the fluctuations of the basic spot rales themselves as text- 
books on Foreign Exchange are apt to assume. These text-books 
are largely based on the ex])ericnce of the post-war currency (*haos, 
when fluctuations in forward rates, marked as they w^ere, were 
none the Jess oversliadownd by tlio much more violent fluctuations in 
spot rates. Similar conditions also obtained for some years after 
1931, but from 1935 onw^ards the temporary stability of the dollar 
and the relative stability of sterling and other currencies changed 
this state of affairs. During 1935 and 1930 until the devaluation of 
the franc the range of fluctuations of forward rates was in many 
instances much wider than that of spot rates. For instance, while 
during the first three cpiartcrs of J930 the spot franc-sterling rate 
fluctuated between 74J and 77, the discount on 1‘orward IVancs 
fluctuated between 1| francs and 9 francs for three months. 

In such circumstances it is obviously absurd to suggest that 
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dealers could well afford in every circumstance to disregard for a 
while the risk of fluctuations in the forward rate provided that they 
immediately covered themselves against the risk of fluctuations in 
the s23ot rate. Indeed, during lO.*};") and 1936 the volume of outright 
forw^ard operations increased, but owing to the force of habit rather 
than to considerations of genuine convenience the market con- 
tinued to i^refer to cover in the first instance by a spot transaction, 
and then to undo the deal by a swap transaction. To defend the 
jjractice by contending that tliere is a wider market in swaj) than 
in outright transactions is to beg the question. On active days there 
would be no difficulty in creating a wider market in outright forward 
transactions for three months, w^ere it not for the fiict that — through 
habits formed in conditions different from those 2 )rcvailing in recent 
years dealers prefer the complicated method to the simple. 
Admittedly, when it comes to dates other than three months, and 
possibly even with one-month transactions, it might be difficult 
cpiickly to find a counterpart to outriglit forward buying or selling 
orders at advantageous terms, and when it comes to odd dates this 
is ])ractically impossible exee^it at very bad rates. Ihit there is no 
reason why a good market for three-months’ outright operations 
should not be devcIo 2 )cd. 


(3) NEKI) EOR RErONSIDERATlON OF rRACTICE 

Tlie origin of tlie existing system lies in the practice of covering 
forward transactions between banks and their customers in the 
spot market by means of accpiiring balances or overdrawing the 
acc.ounts in foreign currencies without undoing the commitments 
by means of sw^ap oiicrations. If a number of spot transactions 
concluded by the same bank in the same currency on the same date 
for the {uirpose of covering forw'ard transactions offset each other, 
then the amount of that bank’s balance or overdraft in that 
currency will not (iiange. According to Vogel, ^ as a result of the 
oi)eration of the law of averages or, to translate literally the 
German term, " the law of big figures ” — the chances are that in 
the course of time tlie buying and selling orders of tlie same bank 
in the same currencies will more or less offset each other. The ques- 
tion is how^ long it takes for the law of averages to operate. While 
in the long run the rule may hold good, during a short period there 
may be very marked discrejiancies between buying and selling 
^ Das DevisentermingeseJuift, pp. 15-16. 
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orders received by a bank in the same currency. When forward 
rates are steady, it may be worth while to delay the swap transaction, 
in the hope that a forward transaction in the opposite sense covered 
in the spot market may make it superfluous to cover by means of 
swap transactions. But at a time of widely fluctuating forward 
rates it is distinctly risky to leave the forward rate uncovered, even 
for a few minutes. 

Evidently the existing practice works satisfactorily at the time 
when spot rates are liable to fluctuate within a much wider range 
than forward rates, and also during a period of stability when the 
operation of gold points and the existence of confidence in general 
restricts the fluctuations of both forward and spot rates. When, 
however, spot rates are kept relatively steady, either by the opera- 
tion of the gold points or by the intervention of Exchange Equalisa- 
tion Accounts, while forward rates are allowed to take care of 
themselves and fluctuate rather widely, the advantages of changing 
the practice are evident. Needless to say, this is entirely a matter 
for practical men engaged in Foreign Exchange dealing, and con- 
ceivably they may not welcome a critical suggestion from outside. 
The fact, however, that the relative volume of outright dealing has 
increased shows that some dealers at any rate have realised the 
advantage of departing from the established custom. In any case, 
with the devaluation of the franc and other currencies, the fluctua- 
tions of forward rates have once more become narrower. Thus the 
advantages of dealing in forward outright instead of in spot in the 
first instance and in swap in the second instance have diminished 
for the time being. As, however, a situation similar to that of 
1935-3() may arise again in future, it is important that text-books 
on exchanges should not be dogmatic about the advantages of the 
existing practice. 


(4) ENJ)-OF-MONTH DEALINGS 

it was pointed out in the last chapter that in the early post- 
war period the bulk of forward dealing, not only on the Continent 
but also in London, was done for end-of-rnonth delivery. This was 
in accordancje with custom in continental centres, where financial 
activity is largely based on the practice of “ ultimo ” settlement, 
but was at variance with the requirements of trade, since payments 
in commerce are usually due in three calendar months, not neces- 
sarily at the end of the month. Moreover, several important 
markets — London and New York among others — were not accus- 
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tomed to operate for end-of-month. Gradually the Anglo-Saxon 
system, based on the requirements of trade, displaced the con- 
tinental system, based on the requirements of speculation, Stock 
Exchange end-of-month settlements and window-dressing. There 
is still at times a relatively large volume of dealing at the end of 
the month, but this is not nearly as pronounced a feature of the 
market as it was in the past. 


(5) LACK OF LONG FORWARD FACILITIES 

At present by far the larger part of forward dealing — both swap 
and outright — is done for three months, although there is usually 
an active market also for one month and two months. Dealing for 
longer dates is a matter of negotiation, and it is not possible as a 
rule freely to obtain quotations beyond six months, though autumn 
requirements are occasionally covered in January. In this respect, 
the existing organisation is far from satisfactory, and has shown 
little or no sign of improvement since the early days of Forward 
Exchange dealing. Indeed, as we have seen in the historical section 
of this book, during the last decades of the nineteenth century 
there was a widespread practice of selling three-months bills 
forward for six months’ delivery, which in reality involved an 
exchange risk for nine months. In certain centres such as Val- 
paivMso, for instance, during the early part of this century sterling 
bills were dealt in freely for delivery up to twelve months, which, 
in tlie case of three-months bills, involved commitments running 
up to as much as fifteen months. Today it would be impossible to 
obtain quotations for such long periods, even as a matter of negotia- 
tion, and yet in existing (jircumstances the risk involved in such 
long forward transactions is certainly no larger than it was before 
the war in the case of such currencies as the Chilean peso, for 
instance. 

From this point of view, banks are not nearly enterprising 
enough. They leave it to Lloyd’s underwriters to cover the long 
risk on an insurance basis at clumsy and often inohibitive rates. 
In this respect the existing organisation and technique of the 
Forward Exchange market leave much to be desired. Unless the 
banlcs themselves see their way to develop a satisfactory forward 
market for periods up to twelve months or even longer, sooner or 
later the necessity for such faijilities, and pressure on the part of 
the industrial and commercial interests concerned, may induce the 
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Government to enter the field. It may tlien be too late for bankers 
to complain — as they have done in the comparable case of the 
various activities of the Export Credits Guarantee department — at 
the “ new encroacliment of offi(;ialdom in the sphere of business.” 


(6) DEALING IN SHORT DATES 

There is an active market for dealing in very short dates, for a 
week or a few days, or even over a weekend. Beyond a week, 
dealings in odd dates — that is, dates otlier than one, two or three 
calendar months —is usually a matter of negotiation. Speculative 
dealing for very short periods became very popular at times during 
ll)35-3() when the a])norma]ly wide discount on French francs 
increased the cost of bear selling considerably. Rather than sell 
forward for three months, at a cost of 40 per cent per annum, or 
even for one month at a cost of 60 per cent per annum, speculators 
preferred to sell forward for a few days at a cost of something like 1 00 
per cent per annum, since the real cost ivas obviously much lowcu' 
in spite of its height as a percentage worked out on an annual basis. 

Another quite common method which results at times from the 
prohibitive cost of selling forward is that of selling spot and covering 
before delivery is due- i.e. within two days. It is possible, how- 
ever, to deal in exchanges for delivery on the next day or even on 
the same day instead of the customary two days. Usually a charge 
is made over the spot rate. This charge varies according to supply 
and demand, and at times it is by no means easy at short notice 
to find a counterpart for such operations. Nevertheless, tlie high 
cost of dealing in Forward Exchange drove much si)cculation into 
tluit market during 193/> and 1936. Nor is tluj practice altogether 
new. It w^as even adopted to some extent in 1924, in the course of 
the speculative campaign against the franc. The I’actors all’ecting 
the rates for these operations liave never been subjeidcd to close 
study by practical writers on exchanges. Indecjcl, the premium or 
discount in question has not even been given a name. It may be 
conveniently referred to as the “ negative forward rate ”, since it 
is charged on Foreign Fxchange to be delivered before the normal 
spot delivery. 

(7) SHORT AGAINST LONG FORVVAUD DEALING 

There is much dealing in one forward date against another, 
espccialAy in connection with time arbitrage. This type of dealing 
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will be discussed in detail in Chapters XV and XXVI. Banks often 
quote their customers rates for Forward Exchange to be delivered 
not at a fixed date but during a certain period at the customer’s 
option.^ In the market itself, however, all dealing is done for 
definite dates. On various occasions in the past attempts have 
been made to initiate ‘‘ put and call ” dealings in Forward Ex- 
changes, but at present no Foreign Exchange market undertakes 
such operations, nor is it in any way desirable that the practice 
should be adopted. 

We have seen above that the Foreign Exchange market deals 
in swap operations in preference to outright forward operations. 
Similarly, on active days the market prefers to deal in spot ex- 
(;hange rather than in swaps. On very animated days the market 
for a while forgets ” the forward rates which thus remain 
practically unchanged in relation to the spot rates, and it is the 
latter that are affected by the buying or selling pressure. It is 
only subsequently, when the commitments created by spot dealing 
are adjusted, that the effect of the movement is spread from the 
spot to the Forward Exchange. As we have already noted, it is a 
standing rule that dealers of well-established hanks should not keep 
open position ovc^rnight, hut thej^ are allowed a free hand to create 
open ])ositions in the course of the day, provided that they are 
covered before (‘losing time. Thanks to this arrangement, dealers 
arc enabled to (concentrate upon dealing in spot exchanges during 
the most active hours of the day, taking, nevertheless, good care 
not to contract very large open positions, for these might be difficult 
to cover at reasonable rates towards closing time. Thus, contrary 
to a belief that is held widely among the public, at times of violent 
exchange movement the volume of spot transactions is usually 
much in excess of the volume of forward transactions. It is during 
periods of comparative inactivity and more especially during 
periods when violent exchange movements are anticipated, but 
before they actually materialise, that the volume of Forward 
Exchange transactions is large. 

(S) MOSTKO ACCOUNTS 

Overdraft facilities abroad are a great assistance to Foreign 
Exchange dealers. In their absence they would have to be ex- 

^ Tho soriiewJiat involved rules according to wliieh siicJi opera! ions, and also 
operations for broken dates, are eovered by banks are described in detail by Mr, 
Kvitt and other practical writers on exchanges. 
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ceptionally cautious not to be short in any exchange in order to 
avoid being at the mercy of the market. Thanks to overdraft 
facilities with correspondents abroad, dealers have an alternative 
way of covering short positions. The nostro accounts for employ- 
ing foreign currencies acquired in the course of their dealing are 
often arranged on a basis of reciprocity between banl^s in different 
countries, with the rates allowed on balances and charged on over- 
drafts either fixed until further notice or variable in relation to the 
bank rate. By means of these accounts, it would be possible, in 
theory at any rate, to avoid Forward Exchange dealings altogether, 
for every forward transaction between a bank and its client could 
bo covered by increasing or reducing the balance or overdraft on 
the nostro account. In practice, however, banks arc not keen on 
accumulating large balances on such accounts, and still less keen 
to overdraw them. The yield on balances on nostro accounts is 
naturally very low and compares unfavourably with the yield on 
other short-term investments. Banks do not like to carry larger 
balances than are absolutely necessary. They have to carry 
certain minimum balances to keep the accounts alive, but they 
always endeavour to keep those balances as low as possible, especially 
during periods when they are exposed to exchange restrictions. 
They have even more reason to avoid overdrawing their nostro 
accounts. For one thing, the interest charged on such overdrafts 
is usually two or three per cent higher than that allowed on balances, 
and forward currencies must be quite considerably undervalued 
compared with their Interest Parities before it becomes a paying 
proposition to overdraw nostro accounts in preference to covering 
by means of selling Forward Exchange. At times it is necessary 
to make use of these facilities for short periods, but banks are 
always anxious to clear such overdrafts by the earliest possible 
moment. One of the reasons why they are very anxious to avoid 
overdrawing is that to do so may imply, to some extent, reciprocity ; 
and to allow their correspondents, in their turn, to overdraw their 
nostro accounts is not always convenient, especially during a 
troubled period when some of the names may not be considered so 
good as they had previously been deemed. It should not be 
imagined, moreover, that overdrawing arrangements on nostro 
account arc necessarily reciprocal, or that they can be used auto- 
matically. In practically every instance an overdraft has to be 
specially applied for, which is an additional reason why bankers 
are reluctant to make use of the facilities. 
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(9) dealers’ freedom of A0T10^^ 

As a rule, Foreign Exchange departments are allowed a reason- 
ably free hand in their operations provided that they do not keep 
open positions overnight. In many cases they are allotted a 
working capital, on which their head office charges interest at a 
rate usually slightly above the current rate for bills or deposits. 
The assumption is that, unless Foreign Exchange departments are 
able to earn more than the bank would bo able to obtain by simply 
investing its funds in line bills or placing them on deposit, they do 
not earn their keep. The Foreign Exchange departments are 
allowed a free hand, within reason, to accept deposits from, or to 
place deposits with, their foreign correspondents as a matter of 
daily routine. If they have more funds than they can use profitably 
in their department, they j)Iace them on deposit with their head 
office, which allows them interest on it, while if they are short of 
funds they can borrow from head office, which (?harges interest on 
these loans. There is, of course, a material difference between the 
interest on debit and credit balances. The interest charged and 
allowed by the head office influences the attitude of the Foreign 
Excihango department towards the o{)portunities of interest arbi- 
trage, especially ii their funds are fully employed. 

The system provides channels through which international 
credits are contracted in addition to those arranged between banks 
for definite periods and for definite pur[)oses. Through their 
freedom of action to undertake swap-and-deposit transactions. 
Foreign Exchange departments are in a position to grant loans or 
to obtain loans from abroad. At times the volume of such opera- 
tions is considerable, and becomes an important foctor in the 
international balance of {)ayments and also in the volume of 
international short-term indebtedness. 


(10) INTEREST ARRITKAGE 

The difference between interest rates prevailing in two centres, 
and more especially the discrepancy between Interest Parities and 
actual forward rates, provides wide scope for profitable Forward 
Exchange operations. Details of Interest Parities will be discussed 
in Chapter XVIII, but a technical description of the Forward 
Exchange market would not be complete without a reference to the 
fact that between two centres there is in practice not one Interest 
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Parity but several. Foreign Exchange dealers can work on the 
difference between deposit rates in two centres, or on the difference 
between discount rates, short loan rates, brokers’ loan rates, etc. 
Occasionally interest rates of a different kind are used as a basis of 
Interest Parities. For instance, bill rates in London may be 
compared with Wall Street brokers’ loans with bank guarantee, or 
deposit rates in London may be compared with the rate on promis- 
sory notes of first-class American industrial combines. In such 
instances there is no corresponding rate in London which can be 
used for comparison with the New York rates, for British banks do 
not undertake to guarantee loans to brokers and leading British 
industrial combines do not circulate promissory notes. If the 
difference between the two interest rates concerned more or less 
corresponds to the forward rate, then there is no profit in under- 
taking interest arbitrage operations. In order to induce banks to 
transfer their funds abroad, to transfer them from one foreign 
centre to another, or even to repatriate their funds from abroad, it 
is necessary that there should be a margin of profit caused by 
a discrepancy between forward rates and their various Interest 
Parities. On this subject more will be said in Chapter XV. 


(11) rrRRKXCIKS WITH (RIOI) FORWARD MARKKTS 

The existence of a good forward Exchange market presupposes 
a high degree of confidence in the banks of the centres concerned. 
For this reason the number of Forward Exchanges in which a good 
market exists is limited. There are only three currencues which 
have a really satisfactory forward market —sterling, the dollar and 
the French franc. The markets in forward guilders, Swiss francs 
and belgas are not so wide but work reasonably smoothly. In the 
past there were good markets in German marks, Italian lire and 
Spanish pesetas, but exchange restrictions imposed in the three 
countries liave reduced forward dealing in those currencies to 
negligible proportions. There is a good market for forward 
Canadian dollars in New York, and to less extent in London. The 
sale and purchase of Scandinavian currencies for forward delivery 
is a matter of negotiation, but business can be transacted with 
reasonable ease. The same is true of the major South Americ^an 
currencies. Forward transactions in the minor European currencies 
are always a matter of negotiation. They have no free forward 
market, not even in Paris or Ziirich, where the spot currencies of 
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the countries of Central and Eastern Europe have a better market 
than in London. This does not mean that these countries are 
practically deprived of Forward Exchange facilities, for while 
Roumanian lei, for instance, never had a forward mjirket in London, 
before the imposition of exchange restrictions sterling had a reason- 
ably active forward market in Koumania. It may be said that the 
three principal currencies have a good forward market in every part 
of the world. 

Apart from the Canadian dollar and to a less extent the Indian 
rupee, there is no forward market in Empire currencies. The South 
African, Australian and New Zealand pound are managed by rings of 
the banlcs of the Dominions concerned, and they quote for forward 
delivery, but tliere is no open market. AVhen at times of adverse 
pressure such as occurred in the Australian pound in 10110-31, or in 
the South African ])ound towards the end of 1932, an outside market 
developed, there were also unofficial forward (piotations, whose 
level reflected the ])essimism concerning the future of the cuiTencics. 
There is a limited forward market in Far Eastern currencies. The 
forward market in yen is largely in the hands of the official Yoko- 
hama Specie Bank. 


(12) THE LEADING EORWAKD MARKETS 

In all probability, Ijondon is at present the leading market for 
Forward Exchanges. Paris is a good market, too, though oflicial 
interfei’ence with Foreign Exchange business during 103() crippled 
her freedom for a ivhile. New York’s geographical position and the 
difference between her business hours and those of the leading 
European markets prevent her from developing a b^orward Ex- 
change market comparable with that of either London or Paris. 
Within relatively modest dimensions, Amsterdam and the Swiss 
centres, especially Zurich, Basle and Geneva, have good Forward 
Exchange markets, though Switzerland came for a while under a 
cloud as a result of exchange restrictions. Apart from these 
markets, and Brussels, there are at the time of writing hardly 
any Forward Exchange markets of truly international significance. 
As we have already seen, there are local markets in the leading 
currencies for forward delivery in almost every country which has 
no exchange restrictions, but these markets are to a large degree 
self-contained and the counterpart for buying or selling orders has 
to be found locally. Tn any case, most of these markets have been 
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killed by exchange restrictions, which also killed the Berlin forward 
market, at one time one of the most active markets in Europe, and 
the Milan forward market, which was never altogether free from 
official supervision and was not, therefore, as active as those of the 
other Western European centres. 

Having given an idea of how the Forward Exchange market 
works, we must now analyse in detail the sources of its supply and 
demand. This will be done in the following chapters, which will 
attempt to examine Forward Exchange transactions according to 
the purpose they serve. 



CHAPTER XU 


TRADE AND FORWARD EXCHANGE 

(1) FORWARD FACILITIES AND THEIR USE 

The buying and selling of Forward Exchanges on commercial 
account, as wo remarked in Chapter X, provides the “ bread and 
butter ” of the Forward Exchange market. At the same time 
commercial transactions i)rovide the main justifitiation for its 
existence. Even those who are hostile to the Forward Exchange 
system have to admit, however grudgingly, that it provides a useful 
and essential means for importers and exporters to cover themselves 
against the exchange risk. Jii dealing with the relations between 
trade and Forward Exchange, the following questions arise : 

1 . How far is the Forward Exchange market capable of providing 
the facilities for trade to safeguard itself against losses arising 
from exchange iluctnations ( 

2. How far do merchants engaged in import and export trade 
avail themselves of these facilities ? 

A third question -that of the reciprocal effect between trade 
balances and forward rates — lies in the realm of theory rather than 
of practice ; it is thus deferred to the theoretical st^ction of this book. 


(2) LIMITATIONS OF FACILITIES 

The extent to which Forward Exchange operations can provide 
safeguards against exchange fluctuations has been subject to much 
discussion in the post-war literature on Forward Exchange. In 
particular, German financial literature during the years of inflation 
contained much material on the subject ^ — for obvious reasons. The 
limitations of Forward Exchange as a means of securing legitimate 

^ Soo Dr. Joafhim Vogel, Das Devisentenningeschdft, pp. 53-56 ; Dr. C. A. 
Fischer, Da^ Devi.sentermingeschdjt, pp. 15-21 ; K. Sclimalz, Das Valutarisiko im 
(leutschen Wirtschaflshbcji uml seine Tiekdtnpfung (Stutifffirt, 1021) ; Paul Ostertag, 
Die Decknng tier Vnlularisiken in War€nhnt\del (Horlin, 1024). 
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interests against exchange risk had from the very outset been 
emphasised by those who were anxious to demonstrate the essentially 
speculative cliaracter of Forward Exchange transactions, but those 
limitations were recognised even by those who have taken a 
favourable view of Forward Exchange. Mr. Keynes pointed out ^ 
that it was important not to exaggerate the extent to which 
mercliants, at the time at which he wrote, were able to protect 
themselves from risk by means of forward operations. 

“ It is not clear ”, he states, “ that even the banks themselves 
have yet learnt to look on the provision for their clients of such 
facilities, at hiir and reasonable rates, as one of the most useful 
services they can offer.” This remark, which was only too true in 
1922 and thereabouts, no longer holds good. In the meantime, 
Forward Exchange business, for periods up to three months at any 
rate, has been taken up by all banks dealing in ex(;hanges, and 
competition has reduced the margin of profit on sikjIi dealings with 
merchants to very reasonable proportions. On the other hand, 
Mr. Keynes’s remark that “ it is only in certain of the leading ex- 
changes that these transactions can 1)0 (*aiTied out at a reasonable 
charge ” still holds good, though to a less extent than in 1922. 
The existing Forward Exchange facilities do not enable British 
exporters to quote in Bulgarian levas or Siamese ticals. This short- 
coming could -and in my opinion should — be remedied by official 
arrangement. There are, however, shortcomings inherent in the 
system which no official intervention can remedy. 


(3) DUAL EFFECT OF EXCHANGE FLUCTUATIONS 

Exchange fluctuations can affect merchants in two different 
ways, namely, through bringing about a change in the amount pay- 
able or receivable in terms of their own currency, and through bring- 
ing about a change in the prices in terms of the national currency 
of the commodities imported or exported. By means of Forward 
h]xchange transactions, merchants are in a position to cover them- 
selves against the direct exchange risk. That is, the British mer- 
chant, if he is to receive or to pay at a future date a definite amount 
of foreign currency, can fix the exact amount he will receive or 
pay in terms of sterling. He is, however, exposed to the risk that 
in the meantime changes in the exchange rate may materially alter 
the sterling value of the commodities in question. This especjially 
* A Tract on Monetary Refornu pp. 1 21 -1 22. 
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coiicerrivS import trade, though even export trade is not altogether 
free from the indirect exchange risk, especially in countries whose 
currencies are susceptible to very wide exchange fluctuations, for 
these inevitably reaijt upon the internal price level- Thus at the 
time of the wide fluctuations of the dollar during 191^3 it was risky 
for American exporters to sell commodities for future delivery even 
if they covered themselves against the exchange risk by selling 
sterling forward, for the simple reason that a further depreciation 
of the dollar might have been accompanied by a sharj) rise in com- 
modity prices in terms of dollars by the time the commodity 
contract matured . 

There is another shortcoming inherent in the Forward Exchange 
system from the merchant’s point of view. When the speculative 
anticipation of a lall of a foreign currency results in a very wide 
discount on the Forward Exchange the cost oi’ covering the exchange 
risk on goods exported to that country becomes rather high. At 
times it becomes practically prohibitive, so that many exporters 
prefer to take the exchange risk rather than cover it. And since 
covering is by no means compulsory, those who choose not to 
cover are in a position to undersell tlieir more conservative com- 
petitors wlio prefer to pay the high cost rather than expose them- 
selves to exchange risk. 

These considerations operate to an even higher degree in import 
trade. Jn the case of exporters the optional character of covering 
nitiy mean no more than the loss of business for conservative Arms. 
In the case of import trade, it may inflict ac;tual financial losses on 
consei vative merchants, who, having im})orted goods with the ex- 
change risk (jovered at a high (;ost, find themselves unable to sell 
without a loss owing to the lower prices (luoted by' less conservative 
iin})orters who did not cover the exchange risk. 


(4) IMPOllTElls’ DILEMMA 

A much more important consideration from the point of view 
of importers is the possible ellect of exchange fluctuations u[)on the 
price of their commodities expressed in terms of their national 
currencies. If a Britisli merchant imports commodities from the 
United States, the fact that he secures the dollars required for the 
settlement of the purchase price does not safeguard him against 
heavy loss arising from an a])preciation of sterling accompanied by a 
fall in the sterling price of the American products. Admittedly, 
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lie also stands to benclit from a depreciation of sterling through its 
effect upon the sterling price of these products, but the possibility 
that exchange fluctuations may affect the price of his commodity 
in either direction attaches to his business an undesirable specu- 
lative character. Needless to say, in the case of some major com- 
modities such as wheat, cotton, etc., which possess a forward market 
of tlieir own, it is possible for holders of stock to safeguard them- 
selves against the risk of a fall in the price. There are, however, 
innumerable commodities which have no forward market. In that 
case, the importers are confronted with the choice of risking a de- 
preciation of the exchange or of risking a fall in the sterling value 
of their commodity caused by an appreciation of the exchange. 
In other words, they can either (;over the exchange risk itself or they 
can hedge against the risk that exchange fluctuations may affect 
the price of their commodity. 

Let us take a concrete example. A British importer of Cali- 
fornian canned fruit has to make payment in dollars three months 
after his purchase is concluded. If he buys dollars for delivery in 
three months he will fix the sterling amount he will have to pay. 
Should sterling depreciate in the meantime he will nevertheless 
pay the same amount of sterlirig, and would make a profit on the 
rise in the sterling price of the canned fruit caused by the deprecia- 
tion of sterling. >Should sterling, on the other hand, appreciate, he 
will not enjoy the benefit of it, having fixed the stcrling-dollar rate 
in advance, while he would stand to lose through the fall in the 
sterling price of canned fruit caused by the appreciation of sterling. 
If on the other hand he should choose to leave the sterling-dollar 
rate uncovered, then his loss or profit on a change in the sterling- 
dollar rate during the three months w^ould be to a large extent 
offset by the effect of the changed exchange rate upon the sterling 
price of canned fruit. An importer who carries sto(;ks is exposed 
to the indirect effect of exchange fluctuations upon the sterling 
value of his whole stock, although he is in a position to hedge against 
that risk by going short in dollars to the amount of his stock. 


( 5 ) INADEQUATE SAFEGUARD 

In either case the importer is confronted with the problem of 
whether or not to cover. He is not in a position to eliminate both 
direct and indirect exchange risk altogether, for the simple reason 
that the effect of a change in the exchange rate upon the price of 
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his imported commodities is not necessarily proportionate to the 
change. If an appreciation or depreciation of dollars in terms of 
sterling by 10 per cent necessarily meant a rise or fall of the im- 
ported commodities to an exactly corresponding extent, the matter 
would be relatively simple. Even then the importer would have to 
consider whether the dollar is likely to appreciate or depreciate, 
for while he is in a position to safeguard himself against loss by 
hedging against the indirect effect of exchange movements, in doing 
so he also relinquishes the possible profit on the transaction arising 
through exchange fluctuations. He may thus place himself at a 
disadvantage compared with a less conservative rival should the 
latter’s anticipation of exchange movements prove correct. But, 
to complicate matters, the changes in the prices of most imported 
commodities are not exactly proportionate to the fluctuations of 
exchange rates. Thus, even a conservative merchant is not in a 
position to cover himself fully against the direct effect of the ex- 
(diange movements, for the simple reason that he is not in a position 
to foresee the exact extent of that effect, ff he hedges against a 
depreciation of the dollar by selling dollars forward, and if a de- 
preciation of 10 per cent is accompanied by a fall in the sterling 
price of his imported commodities by 5 per cent only, then he 
stands to make an unexpected profit. If, however, the dollar should 
appreciate by 10 per cent, and if this should provoke a rise in the 
sterling price of the commodity by 5 per cent only, then he stands 
to lose, for his loss on the exchange is offset only in part by his addi- 
tional profit on the commodity. 

It is thus evident that the existence of Forward Exchange 
facilities, however freely accessible and cheap they may be, does 
not altogether remove the exchange risk attached to foreign trade 
during periods of fluctuating currencies. In insisting upon this 
point, the memorandum com])iled by jNIr. A. A. van Sandick,^ and 
published by the International Cliamber of Commerc^e, with the 
object of making out a strong case in favour of early stabilisation, 
is really flogging a dead horse. Nobody, not even the most en- 
thusiastic advocate of the Forward Exchange system, has ever 
claimed that it eliminated for importers and exporters every kind 
of risk and inconvenience. The memorand\im in question would 

^ A. A. van Sandick, Meinorandum on the Technique of the Forward Exchamje 
Market and the Elimination of Uncertainty. Published by the Joint Comniitteo of 
the (^arne^ie Endowment and the Intcniiational Chamber of (.’ommoreo in a 
volume on “The Improvement of Comniereial Relations between Nations - ^riie 
Problem of Monetary Stabilisation” (Paris, 1936), p. 303. 
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liave rendered a more nsei’ul service if it had examined in greater 
detail the possibilities of the improvement of Forward Exchange 
facilities. While the fundamental shortcomings of the system arc 
unalterable, fclicrc is ample scojie for improvement. Tliis question 
will be discussed when we deal with the role of Central Banks in 
regard to Forward Exchange, especially in Chapters XXXIV and 
XLI. 


(6) COVEllIxN^O LONO COMMITMEMTS 

Another shortcoming of the existing system of Forward Ex- 
change is the limitation of the period for wdiich it is possible to 
cover. As, however, jiayments for normal commodity transactions 
in foreign trade are usually due within three months, the deficicn(\y 
affects foreign trade to a relatively small degree only. Long-term 
engineering credits are the most important contracts affected by 
this (leticicncy of the system. Traders with longer (Kimmitments 
than three months are in a position to cover tlieinselves for three 
months and arrange for an extension for a further three months at 
maturity. Tn doing so, they can safeguard themselves against any 
fluctuation of the spot rate. On the other hand, they are exposed 
to an increase in tlio cost of covering the Forward Kxchange when 
tlieir contracit is to be renewed. It is for this reason that this 
arrangement cannot be applied successfully for long-term engin- 
eering contracts where it would be necessary to renew' the forward 
contract a number of times. The expense involved might easily 
convert the prospective profit into a loss. When, however, the 
period to be covered is not unduly long, so that it Avould not be 
necessary to renew the contract more than once or twice, this risk 
is in most cases not 2>rohibitive. There is, however, another risk 
— that it may be impossible to renew the forward contract on 
maturity, owing to the adoption of exchange restrictions in the 
meantime. Should such a situation arise, merchants would have 
no choice but to buy in or sell out and their position would thus 
become imcjovered. 

Merchants are also often faijed with the un])leasant necessity 
of having to renew their forward contracts because the commodity 
transaction for which payment was to be made has not been com- 
pleted for the time anticii^ated, or because i^^tyfi^cnt has not been 
received on the date on which it was due. The possibility of such a 
situation, which indeed occurs fairly frequently, constitutes an im- 
portant defect of the Forward Exchange system from the merchant’s 
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point of view, though to some extent it can be remedied by making 
the date of the delivery optional. Thus the merchant, instead of 
buying or selling Foreign Exchange for delivery on a fixed date, 
can arrange to buy or sell for delivery in the course of a certain 
month. Needless to say, such facilities are more costly than ordin- 
ary Forward Exchange facilities for fixed dates. 

We have seen that Forward Exchange operations arising from 
trade can be divided into two categories : those undertaken to 
cover the exchange risk proper and those undertaken for hedging 
against the indirect risk. As we pointed out above, the difference 
between covering the exchange risk and hedging is that in the case 
of the former the safeguarding measure is taken against direct loss 
from exchange movements, while in the case of the latter it is taken 
against indirect effects of exchange movements. A. C. Whitaker’s 
definition^ of hedging is worth quoting : “A hedge is a speculation 
of such character that when added to another, prior and more im- 
portant speculation the element of risk in the latter is either elimin- 
ated or reduced ”. 


(7) merchants’ attitude during STARILITV 

Having examined the Forward Exchange facilities available for 
the requirements of trade, let us now examine the extent to which 
merchants make use of these facilities. This depends upon the 
following factors : 

1 . The degree of uncertainty about future exchange movements. 

2. The possible loss or profit on uncovered exchanges. 

3. The cost of covering. 

4. The margin of profit in the various branches of trade. 

5. The temperament, speculative or otherwise, of the merchant. 

During periods of stability the extent to which merchants cover 

exchange risk tends to decline. Jndeed, even during a temporary 
period of relative stability such as that experienced in 1935, the 
Forward Exchange transactions on commercial account tend to 
contract. Nevertheless, even in conditions of stable exchanges there 
is a great deal of covering against exchange risk by merchants. 
Under the gold standard the range of exchange fluctuations is 
usually 1 per cent or less, but merchants trading on a large scale 
in staple commodities may find it advantageous to make use 
of Forward Exchange facilities even for the sake of safeguarding 

^ A. C. Whitaker, Foreign Exchanges (New York, 1920), p. 382. 

T 
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themselves against siu?h narrow movements. In particular, when 
seasonal movements can be foreseen with a reasonable degree of 
probability — as they can be, for example, in the sterling -dollar rate 
during crop movements - merchants make it a rule to cover their 
exchange in advance. This is especially true of merchants engaged 
in trade in staple produce, where margins of profit for inter- 
mediaries are so narrow as to make it advisable for a merchant 
to take steps to avoid a loss of even 1 per cent. Very often, 
moreover, currencies on a gold basis are of doubtful stability, 
in which case cautious merchants make it a rule to cover their 
exchange risk. 


(8) PERIODS OF INSTABILITY 

Under conditions of fluctuating exchanges it is a matter of 
elementary prudence for merchants to safeguard themselves. Apart 
altogether from covering the exchange risk, in many cases it is 
advisable for them to undertake hedging operations, which arc 
practically unknown in conditions of stable exchanges. If no ade- 
quate Forward Exchange facilities are available, or if the cost of 
covering the risk is excessive, and absorbs the profit on the trans- 
action, then all but the speculative type of merchants prefer to 
forgo the deal rather than run the risk. This is the reason why 
those in fovour of immediate stabilisation argue that the instability 
of exchanges since 1931 has been largely responsible for the con- 
traction of the volume of foreign trade. 

Without going into the arguments for and against stabilisation, 
it is necessary to point out that this stabilisationist argument is 
grossly exaggerated. While some business must undoubtedly have 
been lost through lack of Forward Exchange facilities, this loss 
must be a mere fraction of the total decline in the volume of foreign 
trade due to the general contraction of purchasing j^ower, trade 
and exchange restrictions, etc. It ought also to be borne in mind 
that while in some instances the wide discount on the Forward 
Exchange may make the cost of covering the risk prohibitive, that 
same wide discount is calculated to stimulate other foreign trade 
transactions. In this sphere one man’s poison is very often another 
man’s meat. For instance, the wide discount on forward francs 
during 1935-36 might on the one hand have increased the difficulty 
of selling goods to France in terms of francs, but on the other hand 
it stimulated the sale of French goods in terms of foreign currencies. 
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for French exporters obtained the benefit of tlie premium on forward 
currencies. 


(9) PRosPEcrrs and cost of covering 

It is only mercliants of the most conservative type who make it 
a standing rule to cover the exchange risk during periods of un- 
stable currency irrespective of the actual outk)ok of tlie moment. 
Many merchants are in(?lined to take a view as to whether there is 
any likelihood that the exchange may move against tliem within 
the next three months, or whether there is any (diance that it may 
move in their favour. When the balance of probability is against 
an adverse cliange, then they may decide to leave the exchange 
risk uncovered. 

Much depends also upon the cost of covering the exchange, 
which is of (jourse compared with the normal degree of the risk 
involved and with the margin of i)rofit available for covering the 
risk. General speaking, margins of profit have declined during 
the years of deflation that follow^ed 1931, and this has tended to 
encourage the covering of exchange risk even in instances where the 
degree of the risk is not pronounced. Needless to say, the decision 
whether or not to. cover largely depends on the individual tempera- 
ment of the firms in question. Their degree of willingness to take a 
risk varies widely. 

(10) MR. HENRY ford’s OBJECTION TO FORWARD EXCHANGE 

One thing is certain. While during the post-war period of 
exchange fluctuations there were in every country many merchants 
who were unaware of the existence of facilities for covering the 
exchange risk, today it may be said that everybody engaged in 
foreign trade in the civilised countries is aware of the existence of 
such facilities. The belief that it is sjieculative for merchants to 
carry out Forward Exchange operations has also lost ground in 
business circles, where it is now realised that, on the contrary, it is 
the omission to cover the exchange risk that is speculative. Ad- 
mittedly there are still a few old-fashioned firms everywhere who 
prefer to run the risk or forgo the business rather than have any- 
thing to do with Forward Exchange. Mr. Henry Ford is the repre- 
sentative example of this type of business man. He has made it a 
standing rule that none of the firms belonging to his world-Avide 
combine should ever sign a Forward Exchange contract. His ex- 
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])la.nation is that, having assets and liabilities in jiraotioally every 
curi'ency, the chances arc that in the long run the loss suffered 
through tlie depreciation of one currency is offset by the profit 
made in the appreciation of another. Besides, Mr. Ford is not 
prepared ‘'to pay tribute to international banking”. Such cases 
are, however, rare exceptions. Most merchants concerned with 
foreign trade are not prevented either by ignorance or by considera- 
tions of principle from availing themselves of Forward Exchange 
facilities. 


( 11 ) INVISIBLE TRADE 

Hitherto we have been dealing with Forw’^ard Exchange opera- 
tions connected with visible trade, which unquestionably form the 
predominant majority of commercial Forward Exchange operations. 
A certain amount of Forward Exchange business originates, how- 
ever, also through invisible trade. Hhipping freight, and other 
transport costs, are usually covered whenever the purchase price 
of the commodities themselves is covered. The shij)ping com- 
panies themselves often cover their anticipated outlays in foreign 
ports, and their receipts in foreign currencies. Insurance premiums 
are covered by holders of policies in foreign currencies only when 
the amounts involved are very large. Although the acquisition of 
balances by insurance companies operating abroad involves spot 
transactions, it very often leads to forward transactions when the 
amounts thus ac(iuircd are employed in interest arbitrage by 
means of swap operations. Only a very small percentage of tourist 
spendings is covered against exchange risk. The yield on foreign 
investment is practically never covered by the creditors against 
exchange risk. On the other liand. Government and other debtors 
and companies having to pay interest or dividends in foreign 
currencies often make it a practice to buy exchange for forward 
delivery when they expect an adverse movement or when the 
Forward Exchange of the creditor country is at a discount. 

Before closing this chapter it is necessary to ])oint out that 
foreign trade gives rise to Forward Exchange transactions whether 
it is financed by book credits, acceptance credits or other methods. 
The reason why it is well to emphasise this obvious truth lies in 
the fact that theoretical economists do not as a rule realise that 
acceptance credits are also covered by means of Forward Exchange 
transactions. This oversight on the part of the theorists has led 
to a rather one-sided development of the Interest Parity theory 
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which will be dealt with in the theoretical section of this book. 
Here it is sufficient to note the faet that acceptance credits can and 
do give rise to a large volume of Forward Exchange business. In- 
deed, centres which practise the granting of acceptance credits on 
a large scale are at an advantage from the point of view of their 
Forward Exchange markets compared with centres where no such 
facilities exist in large degree, for the regular covering of a large 
amount of acceptance credits secures a steady flow of business to 
their Forward Exchange market. 



CHAPTER Xlir 


FOREIGN INVESTMENT AND FORWARD EXCHANGE 

(1) PRACTICK BEFORE AND AFTER 1031 

WiiiLK the bulk of noii-spcculative and non-arbitrage Forward Ex- 
change business originates from trade, the amount originating from 
investment abroad is by no means negligible. Its proportion to the 
total turnover has increased considerably during recent years. The 
practice of hedging against the exchange risk on foreign invest- 
ments has become popular only comparatively recently, but other 
Forward Exchange transactions arising from investment abroad 
have been known for many years. We have seen in the previous 
chapter that some foreign debtors cover their interest and sinking 
fund requirements in foreign currencies by means of forward })ur- 
chases. Also in some instances borrowers who leave part of the 
proceeds of their loans on deposit in the lending country will cover 
the Forward Exchange whenever it suits their purpose to do so. 
Even though they do not distrust the currency of tlieir (;reditors,a 
forward discount on tlieir own currency may make it worth their 
while to repatriate the balance by means of forward rather than 
spot operations. 

ft is only since 1931 that the covering of exchange risks on 
investments abroad on the part of creditors or investors has 
become a widespread practice. It comes under the heading of 
hedging, for one speculative risk is deliberately undertaken in 
order to counteract another speculative risk. Thus the British 
holder of French securities sells franc short, thereby assuming a 
speculative risk, in order to avoid running the risk of a deprecia- 
tion of his securities in terms of sterling through a depreciation of 
the franc. 


(2) YIELD V. CAPITAL APFRECIATTON 

Holders of securities in terms of a foreign currencjy could, of 
course, avoid the risk by simply li(|uidating their holdings and re- 
us 
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patriating their capital. Very often, however, this is impossible. 
The securities in question may be unsaleable ; it may be impossible 
to liquidate them without taking a heavy capital loss ; for various 
reasons, legal or otherwise, it may be necessary to maintain a certain 
amount in the currency of the country concerned ; the yield ob- 
tained may be very attractive ; or, last but by no means least, 
there may be prospects of good capital appreciation in the local 
market. 

Take, for instance, the case of French rente.s. The French 
Government is a good debtor, and the yield of 5 or 6 per cent 
on its securities during 1935-36 was very attractive indeed. Few 
foreign holders, however, were prepared, simply for the sake of 
that yield, to run the risk of a capital depreciation of 25 per cent 
or more through the expected devaluation of the franc. Since the 
cost of heflging was usually at the rate of at least 15 per cent per 
annum, it would not have been a paying proposition on a yield 
basis alone for foreign holders to keep h^rench reute.^ as an invest- 
ment with the exchange risk covered. There seemed to be, how- 
ever, prospects of capital ajipreciation in addition to the high yield. 
It was widely assumed that after an adecpiate degree of devalua- 
tion there would be a spectacular recovery in renter. Though it was 
not considered likely that in itself this capital appreciation would 
compensate foreign holders for their loss on the exchange, by 
hedging against the depreciation of the franc they expec^te^d to gain 
the full ca])ital a])prcciation through the rise of rentes without 
sulTering a loss through the fall of the franc. 8uch operations 
were effected on a very large scale, especially at times when the 
devaluation of the franc, ajqieared to lie imminent. 


(3) ATTITI'DK TOWARDS DOLLAR SK(aMUTIKS 

The practice of hedging against the exc^hange risk on dollar 
securities held abroad was not nearly so prevalent during 1935-36 
as it was during 1933 34. During the period of uncertainty re- 
garding the fate of the dollar, speculators and investors in foreign 
countries were anxious to take advantage of the prospective rise in 
AVall Street, but they were equally anxious to avoid loss through a 
further de])reciation of the dollar. After the dollar had been kept 
stable for over a year, however, holders of dollar securities no longer 
considered it necessary to guard themselves against the possibility 
<rf a dc[)reciation of the exchange. Tn the course of 1935 most 
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British holders removed the Iiedge, leaving the dollars uncovered. 
This practice was continued during 1936, notwithstanding the fact 
that dollars depreciated in terms of sterling by some 3 per cent and 
that the small premium on forward dollarswould have made itslightly 
profitable to cover the exchange risk. Once the sterling-dollar rate 
had risen above 5-00, most British holders of dollar securities pre- 
ferred to leave the exchange uncovered, for it was taken for granted 
that the definite rate of stabilisation of the sterling-dollar rate 
would be at 5-00 or under, but certainly not over. If investors 
intended to hold their dollar securities for a long period, hedging 
did not appear to be necessary. As for speculators, they did not 
consider it necessary to worry about the relatively narrow move- 
ments of the sterling-dollar rate, considering that the fluctuations in 
the price of stocks in Wall Street were many times wider. 

(4) HEDGING BY OWNERS OF J*ROrKRTY ABROAD 

The practice of hedging is by no means confined to foreign 
securities. Holders of other kinds of property abroad have also 
formed the habit of safeguarding themselves against the risk of 
depreciation through a fall in the exchange. In particular, banks, 
and industrial and commercial undertakings with branches or sub- 
sidiary companies abroad, have been anxious to safeguard them- 
selves by means of hedging. Admittedly, the value of their pro- 
perty in terms of the national currency in fpiestion stands to rise 
through a depreciation of those currencies, but in most cases the 
rise would not nearly correspond to the depreciation. If the capital 
invested is covered to its full value, then the firms in (piestion 
stand to make a profit on the depreciation of the currency. On 
the other hand, if they do not cover the risk, then they may suffer 
considerable loss. To avoid this, throughout the greater part of 
193o and 1936, many holders of property abroad hedged through 
the forward market, thereby incurring heavy expense. In the 
case of the franc in particular, the cost of continuous hedging during 
1935 and 1936 must in some instances have been almost equal to 
the probable net capital loss through devaluation. 

Many firms, however, kept the cost of hedging comparatively 
low by hedging indirectly through operations in Dutch guilders or 
Swiss francs instead of in French francs, as the discount on those 
currencies was much narrower than that on the French franc. The 
assumption was that if the French franc depreciated, the other 
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currencies of the Gold Bloc would also fall. Such indirect hedging 
entailed two-fold risk. There was clearly a possibility — though 
not a probability — that an interval of several days, or even weeks, 
might have elapsed between devaluation in France on the one hand 
and in Switzerland and Holland on the other. During that interval 
the discount on forward Swiss francs and guilders would have be- 
come very wide indeed, and the market would have become “ all 
sellers and no buyers ”. It would have been fatal for those who 
had hedged against the depreciation of the French franc by selling 
forward Swiss francs and guilders if their forward contracts had 
matured during such an awkward interval. Moreover, it appeared 
possible, and even probable, that the percentage of devaluation in 
Switzerland and Holland would not be quite as large as in France. 
Although indirect hedging is thus not without its disadvantages, 
nevertheless, the possibility of such hedging in special circum- 
stances should bo borne in mind. 


(5) IT EDGING AND SPECUDATION 

A certain amount of hedging is done against commodities pur- 
cliased in foreign markets. For instance, British buyers of rubber 
in Amsterdam during 1935 -36 sold guilders forward to the amount 
of their commitment. Very often buyers of commodities for for- 
ward delivery adopted this practice. In tlie majority of these cases 
hedging was merely an excuse for speculative Forward Exchange 
operations. After all, it was reasonable to assume that the price 
of rubber in Amsterdam would to a very large degree adjust itself 
to the lower exchange value of the guilder, so that losses suffered 
by holders of such international commodities would be relatively 
small, if anything at all. Thus if they nevertheless hedged against 
the exchange risk, they stood to benefit by the depreciation of the 
guilder almost to its full extent. 

There is an essential difference between hedging against inter- 
national commodities or international Stock Exchange securities, 
and hedging against non-intcrnational assets, whether commodities, 
securities, real property or capital invested in subsidiary companies. 
Nobody can foresee even approximately the extent to which such 
assets would respond to a devaluation of the currency concerned. 
So far as real property is concerned, it might be a matter of years 
before their price rose at all, and conceivably it would never rise 
to an extent corresponding to the depreciation of the currency. 
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The elasticity of the prices of securities varies widely, but, except 
in international securities, the rise is likely to proceed slowly and to 
be much less than commensurate to the depreciation of the currency. 
In the case of international commodities, however, the chances are 
that the response to the depreciation of the currency will be in- 
stantaneous and almost complete. 

Admittedly it is very difficult to draw the line between hedging 
and speculation. It is all a question of degree. Those desirous 
oJ’ hedging against the exchange risk without attempting to make 
speculative profits sell Forward Exchange only up to a certain 
percentage of their foreign investments. It is impossible to ascer- 
tain the precise percentage required to provide a perfect hedge, but 
it is possible to form a view in the case of each categor}^ of invest- 
ments as to the degree to which their price is likely to respond to 
the depreciation of the currency. This estimate should be the basis 
for determining the proportion of the assets which should be covered 
by means of forward selling of the currency concerned. If this rule 
is followed, liedging loses its speculative character, provided of 
course that the estimate is made in good faith. By this method the 
cost of prolonged hedging can also be materially reduced. Many 
holders of foreign assets have actually adopted this courses, though 
the majority either hedge against the full amount or not at all. 

( 0 ) DOES TIEDGIXG EN'COGKAGE INVESTMENT ABROAD ? 

To what extent has the development of Forward Exchange 
facilities contributecl to the increase of long-term investment 
abroad ? It is necessary to distinguish between genuine investment 
and speculative or semi-speculative operations. The extent to which 
facilities for hedging have influenced the establishment of enter- 
prises or the purchase of property abroad (;annot be very large, 
though it is conceivable that in borderline cases the possibility of 
hedging against the exchange risk might jirovc the deciding factor. 
The importance of this factor should not, however, be over-esti- 
mated. As the cost of hedging is at times prohibitive, and fre- 
quently exchange restrictions prevent hedging altogether, safeguards 
for foreign assets against exchange risk are far from perfect. While 
the existence of Forward Exchange facilities may lead many owniTS 
of property or miterprises abroad to abstain from liquidating their 
assets, it is probable that few people decide, simply because of the 
existence of those facilities, to increase their commitments of this 
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kind in foreign countries, except in cases where a quick capital 
appreciation is anticipated. 

The acquisition of foreign securities, as distinct from property, 
however, has been encouraged in no slight degree by the develop- 
ment of the practice of hedging. For the most part, however, the 
aim is capital appreciation and not high yield. Even as far as 
speculative purchase of foreign securities is concerned, the extent 
to which investing abroad has been encouraged by hedging facilities 
should not be over-estimated. While it may have played an 
important part in 1935-36 in the countries of the Gold Bloc, in 
Wall Street it has played a subsidiary part. The possibilities of 
fluctuations in Wall Street appeared at times to be so wide that 
speculators regarded tlu^ ('xchange risk as a secondary consideration. 
They would cover it if they felt that there was likelihood of a 
(lepn'ciation of the dollar, but even if they were unable to cover in 
such a case, they would in all probability take a hand in a promising 
bull movement. 

Lending abroad, in the form of long-term investments through 
the issue of foreign loans in terms of the currency of the lending 
centre, is stimulated to a very slight degree l)v the system of 
Forward Exchange. Foreign borrowers an' enabled to cover the 
next instalnuMit of the interest and sinking fund service, but that 
is all they can do. 


(7) lU^DOlNO AGAINST DOMESTIC ASSFyrS 

Hedging against deprc'ciation of an exchange is undertaken not 
only by those possessing assets abroad but also by nationals of the 
country whose exchange appears to be in dang(n* of depreciation. 
Residents in the coun triers of the Gold Bloc could safeguard them- 
selves against risk of internal inllation by s(*lling out their liquid 
ass('ts and converting the proceeds into gold or foreign currency. 
In many instances, however, they were unable or unwilling to sell 
out. In ordcM* to keep their (ixke and eat it, they sold the national 
currenev forward on the assumption that in the event ot its de- 
])reciation they would gain on this transaction what they would 
lose through depreciation of the value of the capital invested in 
their own country. 

The borderline betwe(>n hedging and speculation by tlie nationals 
of a country with a vulnerable currency is even more indistinct than 
it is between hedging and speculation by holders of assets abroad. 
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It is true that a depreciation of the currency is apt to inflict perma- 
nent loss upon the nationals of the country concerned, by depreci- 
ating their capital. This is especially true of capital invested in 
real property and in other assets whose prices are comparatively 
inelastic. In Germany the financial capital of the country was 
practically wiped out through the extreme depreciation of the 
mark in 1923. To hedge against such a possibility, or even against 
a moderate depreciation, is not necessarily speculation. On the 
other hand, the covering of assets by nationals against relatively 
moderate exchange depreciation has not the same justification as 
similar hedging operations undertaken by foreign residents. A 
foreign resident thinks in terms of his own national currency, and, 
what is more important as a rule, converts his foreign income into 
liis own national currency. T'hus he docs not derive any direct 
benefit from the adjustment of the exchange of the foreign country 
to its equilibrium level. From the point of view of a British owner 
of real property in France, the devaluation of the franc by 30 per 
cent necessitates tin? writing-down of the assets by 30 per cent in 
terms of sterling for balance sheet purposes, h^rom the point of 
view of a French owner of real property in France, the balance sheet 
value of the asset in terms of francs remains unaffected. Moreover, 
sincje the price of real property is not likely to respond to devalua- 
tion for a long time, its sale by a British owner would involve an 
actual sterling loss of nearly 30 per cent ; nominally the French 
owner who sells his real j^roperty after the devaluation of the franc 
would suffer no loss at all and the extent of liis real loss will be 
less than 30 per cent. For this reason what wc have said above 
concerning the scnii-speculative nature of hedging by holders of 
assets abroad holds good to an increased extent concerning hedging 
by the nationals of the country with a vulnerable (uirrency. 



CHAPTER XIV 


COVKRKl) AND UNCOVERED FORKIGN BALANCES 

(1) AN OLD-ESTABLISHED PRACTICE 

While hedging against tlie exchange risk on investments and assets 
abroad is, generally speaking, of recent origin, the covering of short- 
term investments held abroad is probably as old as is the banks’ 
practice of keeping short-term funds in foreign centres. We saw in 
Chapter V that even in the seventies and eighties of the last century 
Austrian and German banks were in the habit of holding funds 
abroad with the exchange risk covcired by means of Forward Ex- 
change transactions. But it is probable that even before the evolu- 
tion of Forward Exchange fticilities, such balances as were held 
abroad were covered by means of operations in bills. 

From the point of view of the working of the Forward Exchange 
market, the covering of balances abroad is of much greater import- 
ance than the more recent practice of hedging against long-term 
assets abroad. These covering operations play a vital part in in- 
terest arbitrage, and are mainly responsible for the general tend- 
ency of Forward Exchange rates to adjust themselves to their 
Interest Parities, as will be seen in the theoretical section of this 
book. 


(2) WHAT ARE foreign BALANCES ? 

As we explained in (liapter III, the term “ foreign balances ” 
is used in its broadest sense throughout this book. It includes not 
only current account credit balances proper but also banking de- 
posits of every kind and funds invested in foreign commercial bills, 
treasury bills, etc. The criterion is simply whether these short- 
term investments, whatever their form may be, can be withdrawn 
at their face value within a few months — or, to be more definite, 
within not more than six months. The holders of these balances 
may be banks, Governments, Central Banks, private linns or 
individuals. 
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From our point of view, it is essential to distinguish between 
covered and uncovered balances, that is, between balances with, 
and balances without, the exchange risk covered by means of for- 
ward sales of the currency concerned. It is (juite wrong to assume, 
as is sometimes done, that before the existence of the Forward 
Exchange market all foreign balances were uncovered, and it is 
equally wrong to assume that since its develoj^ment all foreign 
balances are covered. We have seen already in the historical 
section of this book that the first part of this assumption is incorrect. 
The falsity of the second part becomes obvious if we try to analyse 
foreign balances according to their purpose. The following ar(5 the 
main categories of foreign balances : 

1 . Balances on nostro accounts of banks. These balances may 
represent the amount recpiired by the normal day-to-day 
conduct of foreign business or they may represent amounts 
banks allow to accumulate abroad for the jnirpose of interest 
arbitrage. 

2. lialanoes on the loro accounts of banks, that is foreign 
currency accounts held by banks on behalf of their customers. 

,‘k Balances of foreign non-banking customers. 

4. Foreign bill holdings. 

5. ( Yuitral Bank foreign exchange reserves. 

6. Operating funds of Exchange Equalisation Accounts. 


(3) CENTRAL RANK BALANCES UNCOVERED 

For obvious reasons Central Bank foreign excliange reserves are 
not as a rule covered. It has become an accepted rule that if tlic 
foreign currencies held by the Central JJank are sold forward they 
cannot be included in their metallic reserves. We shall see in 
(^^hapter XXXVII that in 1924 the Austrian National Bank was 
persuaded by the League Finance Committee to exclude fi’om its 
metallic reserve the h'orward Exchanges acquired through swap 
operations. This interesting precedent may be said to have 
established a rule, rightly or wrongly, that it is only uncovered 
balances which can be regarded as (Central Bank foreign exchange 
reserves. Apart from this, all other categories of balances may be 
either covered or uncovered according to their nature and according 
to circumstances. To answer the question as to the extent to which 
foreign balances are covered, it is necessary to distinguish between 
periods of stability and periods of fluctuating exchanges. 
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(4) banks’ attitude during stability and instability 

During a period of stability, when the gold standard is established 
and is above suspicion, whether or not the banks cover their own 
balances depends upon whether the difference between interest 
rates prevailing in two centres outweighs the risk of the limited 
and moderate depreciation of the exchanges within their gold 
points. If the spot rate concerned is near gold export point, the 
balances arc not covered unless the premium on the Forward 
Exchange makes a covering operation profitable. If the spot rate 
is at some distance from gold export point, then the balances are 
not covered if the difference between the spot rates and gold export 
point is smaller than the difference between interest rates, and if the 
cost of the (jov^('ring would wipe out the benefit of investing the 
funds in the foreign centre. 

Whether or not the difference between the spot rate and the gold 
point is wider than the difference between interest rates depends of 
course upon the piuiod of the short-term investment in question. 
It may be worth while to risk an exchange depreciation of, say, 
half a point in ord(M* to earn the differences between the interest rates 
for a period of three months, but it may not be worth wliile to take 
such a risk for the sake of an investment for one month. If a 
three-months investment can stand the risk of an exchange dejirecia- 
tion by three-tpiarters of a point, a one-month investment can stand 
a depreciation by only one-quarter of a point. The calculation of 
the risk in conditions of stability is a matter of simple arithmetic. 
Rut it does not lun^essarily follow that dealers will cover every 
time it is arithmetically ju-ofitablc to do so ; nor is the converse 
necessarily true. Th(\y may take a view of the jirobable course 
of the exchange and may leave their balances uncovered on 
occasions when, on a strictly arithmetical basis, this would involve 
a speculative though limited risk, or they may cover the exchange 
when it suits them to do so even though the degree of the risk is 
well within the margin between interest rates. 

During periods of instability of currency, on the other hand, all 
cons(>rvative banks cover all their foreign balances, irrespective 
of considerations of cost and of profit prospects. At times, this is 
rather expensive and for this reason banks like to reduce to a 
minimum the balances they keep abroad on their own account tor 
their current business re(piireinents. It is not generally realised 
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that the difference between the rate obtained by a bank in the 
market and the one it charges to its customers has to allow not only 
for the usual overhead charges but also for the cost of keeping such 
balances in foreign centres, irrespective of the cost of covering the 
exchange risk on them. Since big banks keep accounts with a 
number of correspondents in each centre, and since an account is 
not as a rule allowed to decline for long below a certain minimum, 
the amount of foreign balances held by the big banks, and the cost 
of covering the exchange risk on them, is by no means inconsiderable. 
In many instances exchange restrictions, or the absence of adequate 
Forward Exchange facilities, prevent them altogether from covering 
the exchange risk, in which case the net depreciation on such 
balances has to be added to the cost of keeping an adequate number 
of foreign accounts alive. Apart from such instances, it is only 
banks of a speculative type that leave balances uncovered overnight 
during periods of monetary instability. This is also true concern- 
ing foreign bill lioldings of banks. 


(5) BALANCES OF NON-BANKJNG HOLDEUS 

The balances kept by non-banking customers, whether direct 
balances or balances carried tlirough the intermediary of tlie banks 
of their own country, are for the most part uncovered, both in 
periods of stability and in periods of fluctuating exchanges. In 
many instances these balances are maintained for some definite 
purpose, such as the premium reserve of insurance companies 
operating abroad, or as various legal reserves. Such balances are 
by their very nature uncovered. 

There are also large amounts of refugee funds of every kind. 
Even during periods of stability there are many reasons for which 
the people of one country may prefer to keep balances abroad. 
Even before the war it was the general practice among the wealthy 
classes in Russia to keep balances in London or l^aris for fear 
of a revolution. Since the war, political motives, whether fear of 
revolution or fear of a war, have induced a very large number of 
people in many countries to keep balances in foreign centres. The 
desire to escape high taxation is another motive which, especially 
since the increase of direct taxation after the war, has been respons- 
ible for the transfer abroad of large balances from practically every 
country. Distrust in the solvency of the local banks or the Govern- 
ment is yet another cause of transfer of balances abroad. Above 
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all, since the war fear of a depreciation of the national currency 
has given rise to the transfer of huge amounts of ‘‘ funk money ” 
from one centre to another. When the motive for the transfer of 
balances abroad is flight from taxation or distrust in the solvency 
of banks and Government, then if the holders trust the national 
currency they may prefer to cover the exchange risk, but frequently 
distrust in the Government and banks implies distrust in the 
currency. On the other hand, if the flight of capital is due to fear 
of internal or external political troubles or of currency depreciation, 
then of course the balances are left uncovered. 

(()) BALANCES OF EXCHANGE EQUALISATION ACCOUNTS 

We have seen already that the balances kept abroad by Central 
Banks as part of their metallic reserves cannot by their very nature 
be covered. The question is, do Central Banks or Exchange 
Equalisation Accounts cover balances held abroad for other pur- 
poses ? In many countries the foreign exchange holdings of 
Central Banks cannot legally form part of the metallic reserve. In 
those instances tlu^re is no longer any special reason why the holdings 
should not be covered. Moreover, even in countries which keej) 
part of their metallic reserve in the form of Foreign Exchange, the 
Central Banks usually hold additional foreign balances. Neverthe- 
less, in the majority of these cases the balances are left uncovered, 
apart from any other reason, because of the strong dislike of Central 
Banks for Forward Exchange operations. As for the ‘‘ fighting 
funds of Exchange Ecpialisation Accounts, they are also uncovered 
as a rule, unless the authorities in question are engaged in forward 
operations, which, as we shall see in later sections of tlie book, is 
not often the case. 


(7) PROPORTION OF COVERED BALANCES UNCERTAIN AND 
FLUCTUATING 

There are certain balances which are always necessarily covered, 
and others which are always necessarily uncovered, but in many 
instances the decision whether or not to cover depends on the terms 
obtainable in the Forward market. Thus, if a Forward Exchange 
which has hitherto been at a discount goes to a premium, or even 
if the discount contracts, some holders may be inclined to cover 
their hitherto uncovered balances. This assumes, of course, that 

K 
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other factors have remained the same. Again, if the forward rate 
remains the same, but there is a change in one or more of the other 
factors affecting the position of holders, such as relative interest 
rates, the prospects of the currency, or the relation of the spot rate 
to gold point, then liolders revise their attitude towards covering 
their balances. The balances of a financially weaker country in 
the currency of a financially stronger country arc usually uncovered, 
though since 1931 this rule does not necessarily hold good, as in 
recent years the world has experienced the depreciation of the 
currency of more than one financially strong country while those 
of some financially weak countries have been maintained at par. 

Nobody knows what proportion of the foreign balances held in 
any centre is covered. Yet without such knowledge it is impossible 
to appreciate fully the significaiuje of the data (ioncerning foreign 
short-term assets in the various (centres. In so far as foreign ster- 
ling balances are covered by forward sales of sterling and the ulti- 
mate buyers of the forward sterling are British residents, the actual 
net amount of the potential selling pressure represented by those 
balances is in reality smaller by that amount. If the ultimate 
buyer of forward sterling is a foreign resident th(‘ fact of the cover- 
ing makes no difference to the amount of the potential selling 
pressure on sterling. 

Continental balances in London up to 1931 were largely un- 
covered, while American balances were for the most part covered. 
This difference was due to the fact that most of the continental 
balances, transferred to London during the flight from various 
continental currencies, were left uncovered after the cause for the 
flight had ceased to exist. The balances of countries belonging 
to certain groups of currencies are not as a rule covei*ed. For 
instance, in London, nationals of the countries of the Sterling Bloc, 
and more especially citizens of the British Dominions, do not cover 
their sterling balances. 

(8) HOW BALANCES GIVE RISE TO FORWARD EXCHANGE 
TRANSACTIONS 

Forward Exchange facilities tend to make foreign balances more 
liquid, as they can be repatriated in case of sudden necessity, or for 
window-dressing purposes, with the knowledge that the risk of loss 
on the transaction will not be more than a certain amount known 
in advance. Whether or not such balances are liquid from the 
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point of view of meeting unforeseen contingencies depends on the 
way in which they are (unployed. In this respect there is, of course, 
no difference between covered and uncovered balances. Admittedly 
at window-dressing dates, when many banks try to repatriate their 
foreign balances at the same time; for one date, the cost of swap for 
such a short period becomes relatively high. 

Covered balances give rise to a large volume of Forward Ex- 
change transactions both under stable conditions and in periods 
of fluctuating currencies, l^aradoxical as it may sound, uncovered 
balances also give rise to Forward Exchange transactions in given 
circumstances. Such balances can be used for swap operations 
whenever tliese are profitable. This was recognised even during 
the early post-war years by owm^rs of German refugee funds abroad 
who, while wishing to safeguard themselves from the risk of the 
depreciation of tlu^ mark, also Avanted to benefit by the high money 
rates prevailing in Germany. To that end they sold their spot 
st(u-ling, dollars, francs, etc., and reimrchased them for forward 
delivery, employing the funds in the meantime in the German money 
market at high interest rates. These operations were made possible 
because the forward mark was for a long time overvalued comjiared 
with its TnteiH'st Parities. Similar operations are undertaken by 
those who for some reason are under the necessity of keeping un- 
covered balances in countries whose Forward Exchanges are under- 
valued (jompared with their Interest Parities. For instance, 
British insurance companies keep their premium resei’ve on their 
French busiiu'ss in the form of franc balances. While it is essential 
for them that tlu‘y should have a hokling of francos to the amount 
of the probable franc claims that might arise, there is no reason why 
in the meantime they should not take advantage of the profit on 
the swap, a profit which during 1935-30 assumed abnormal pro- 
portions. Banks holding uncovered balances on loro accounts on 
behalf of their customers are also in a position to use these balances 
for swap transactions if their clients do not thus use them. By 
selling spot and repurchasing forward, they do not alter the exchange 
positions which they have to keep open on behalf of their customers, 
and should the latter recpiire the foreign currencies before the swap 
transactions expire the banks are always in a position to undo the 
swap. Their only risk is that they might be compelled to undo the 
swap at a moment when the rates are particularly unfavourable 
to them ; as a result they might lose more than the profit on the 
original swap. 
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(9) EFFECT OF FOEWARD EXCHANGE FACILITIES ON THE VOLUME 

OF BALANCES 

A question well worth considering is whether the development 
of facilities for covering balances has tended in itself to increase the 
volume of balances, or whether it has merely resulted in the covering 
of part of the volume of balances which would be kept abroad in 
any case ? The answer is difficult because, in the course of the slow 
evolution of the Forward Exchange market, the various factors 
that influence the volume of foreign balances have undergone con- 
siderable change. In any case, no statistics are available upon 
which conclusions can be based. It seems probable, however, that 
while to some extent the development of Forward Exchange facili- 
ties has resulted in the covering of balances which might otherwise 
have been uncovered, to a much larger extent it has led to the 
increase of foreign balances. In addition to the existing uncovered 
balances, most of which have remained uncovered, new types of 
foreign balances have arisen which, but for the facilities for covering 
the exchange risk, might not exist. 

We shall see in Cha})ter XXIV how the develoi)ment of Forward 
Exchange facilities tends to increase foreign balancers by enabling 
the lending centre automatically to reborrow what it lends. There 
are other ways in which Forward Exchange facilities tend to increase 
foreign balances. It was the development of a very active forward 
market that induced bankers after the war to open nostro accounts 
on an unprecedented scale, so as to be in a position to cope with 
current business requirements. The profit arising from swap 
transactions and interest arbitrage in general has also been an 
important factor in the creation of foreign balances. Apart from 
this, Forward Exchange facilities created a feeling of security, en- 
couraging financial activity and leading to increased foreign short- 
term investment. 

But for the possibility of covering the exchange risk, currency 
uncertainties would from time to time have led to a considerable 
contraction of foreign balances. This tendency of Forward Ex- 
change facilities to mitigate the contraction of certain types of 
foreign balances has been especially evident since 1931, during a 
period when practically every currency has been under suspicion. 
The reasons why, notwithstanding the existence of forward facili- 
ties, balances were in many instances to a large extent withdrawn 
instead of being merely covered against exchange risk, lie partly 
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in the distrust in the solvency of banks and in the limitation of the 
extent to which names are accepted for Forward Exchange trans- 
actions, and partly in the fear of exchange restrictions. 

(10) INADEQUATE STATISTICAL INFORMATION 

During the last few years attempts have been made in various 
countries to ascertain the amount of foreign balances. In view of 
the importance of such information in the formulation of monetary 
policy, it is remarkable that before 1931 practically no attempt 
had been made to secure it. Even now, however, the information 
collected is grossly inadequate, partly because no attempt has been 
made to ascertain the extent to which foreign balances are covered. 
And yet, as we said before, from the viewpoint of the management 
of the country’s monetary polioy, it is of little use to know the 
total amount of foreign balances unless we know also how much 
of it is covered by forward sales. Admittedly it would not be 
easy to ascertain this, but there is no reason to suppose that it 
would be an impossible task. At any rate, it would be well worth 
while to make an attempt, if only in order to asoertain how far 
it is possible to obtain the data which arc necessary to scientific 
monetary management. There would probably be no insurmount- 
able difficulty in ascertaining the total volume of outstanding 
forward commitments of a market in various currencies at a given 
date. Nor would it be impossible to ascertain how much of the 
total has its counterpart abroad, or whether the country as a whole 
has made a net sale or a net purchase of foreign currencies for 
forward delivery, 'fhe difficulty lies in ascertaining how much of 
this aggregate “ short ” or “ long ” position represents the covering 
of foreign balaiuies — or of national balances abroad — and how 
much of it has for counterpart commercial hedging, speculation, etc. 

In this chapter we have been concerned only with that aspect 
of foreign balances which has a bearing on Forwarrl Exchange. 
The study of foreign balances in general is outside the scope of this 
book, but the points raised in this chapter may give an idea of the 
range of problems connected with this subject. They arc certainl}'^ 
worth a much more thorough investigation from a practical point 
of view than has hitherto been made. I hope to be able to deal 
with this subjeiit at some time in the future. 



CHAPTER XV 


ARBrrRAGK AND FORWARD EXC.^HANCE 

(1) VARIOUS TYPKS Oh' AUIUTRAaK 

Forward Exchange transactions may arise from every kind of 
international arbitrage. Wo have seen in the historical section of 
this book tliat even before the war tlio various types of arbitrage 
were a source of Forward Exchange operations. Indeed, from this 
point of view the system had readied such an advanced stage during 
the last decade or so before 1914 that there has been I)ut little 
scope for further progress since the war. Nor have tlui various 
post-war phases — currency chaos, stabil i ty , renewed currency 
fluctuations, and comparative de facto stability — materially altered 
the relative extent to whieii arbitrage operatieins are accompanied 
by forwarel exchange operations. 

The fedlowing are the types of arbitrage transactions which give 
rise to Forward Exchange transactions : 

1. Exchange arbitrage — 

(a) Arbitrage in space (bilateral or triangular). 

(b) Arbitrage in time (spot against forw ard or short against 
long feirwarel). 

2. Interest arbitrage — 

(a) Transfer of funds. 

(h) Transff^r ed' credit availments. 

3. Bullion arbitrage — 

(a) (told or silver mov(unents. 

(h) Forward transactions in gold and silver. 

4. Stock arbitrage. 

5. ( Vmimodity arbitrage. 

In some instances, as in the case of covered interest arbitrage, 
or certain types of exchange arbitrage, the Forward Exchange 
transactions form an essential part of the operation ; without them 
these types of arbitrage could not exist. In other instances, in the 
case of certain types of interest arbitrage, stock arbitrage, bullion 
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arbitrage and commodity arbitrage, Forward Exchange operations 
play an accessory but none the less important part, in that they 
safeguard arbitrageurs from loss on their operations on account of 
the fluctuation of the exchanges. Margins of jirofit on arbitrage 
operations are usually narrow, and arbitrageurs can ill afford to 
take a speculative risk by leaving the excluinge uncovered. For 
this reason, except in cases where under tl)e gold standard the 
currencies concerned are in the vicinity of gokl point and their 
stability is trusted implicitly, the covering of tlic exchange risk 
has always been a characteristic feature of every kind of inter- 
national arbitrage. 

(2) EXCHANGE ARBITRAGE IN SPACE 

Excliaiige Jirlntrage proper — wlietlier arbitrage in space or 
ar])itrago in time - can load to fVjrward Exchange transactions in 
many ways. In arbitrage in space, dealers take advantage of the 
discrepancies lietween forward rales prevailing at the same time in 
two centres. This can be done if at the same time the spot rates 
are identicjal in the two (centres, or if there is a discrepancy between 
the spot as well as the forward rates. Arbitrageurs take their 
profit by buying l^'orward Exchange in the cheaper centre and 
selling it in the dearer centre. They combine two swap transac- 
tions or two outright transactions. Bilateral arbitrage in Forward 
Exchanges can be carried out not only between the dealer’s oAvn 
centre and a i’oreign centre, but also between two foreign centres. 
In addition to bilateral transactions, arbitrage in Forward Exchanges 
can be done triangularly on the basis of the cross forward rate. 
This means that advantage is taken of any discrepancy between 
the London cjuotation oi', say, the franc and the dollar on the one 
hand, and the Paris quotation of the dollar or the New York 
(piotation of t he franc on the other. 

Triangular arbitrage is done on a very large scale in spot 
exchanges, but the number of banks Avhich Avork on tlie cross 
forAvard rate is relatiA^ely small. “ Why (joiuplicatc a matter Avhich 
is already com])li(*atod ^ ” the c^hief dealer of a leading joint-stock 
liank said when asked Avhether he Avorked much on the cross 
forward rate. The large banks are indeed reasonably occupied in 
transacting the commercial business of their aakIc clientele, and 
there is not the same need for them as for dealers of private banking 
houses or foreign agencies to go out of their Avay to create additional 
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Foreign Exchange business through complicated arbitrage trans- 
actions. 

The volume of international exchange arbitrage operations in 
Forward Exchange is by no means negligible ; indeed, it represents 
a large part of the total volume of exchange arbitrage between the 
various centres. Immediately after the war, the margins of profit 
on such transactions were remarkably wide, because the number of 
firms engaged on them was small. Since then, however, the increase 
of competition and the improvement of communications through 
the development of the long-distance telephone have reduced 
margins (jonsiderably, though on the whole they are still wider 
for forward rates than for spot rates. 

(3) TIME ARBITRAGE 

Hitherto we have been dealing with space arbitrage in exchanges. 
Let us now see how time arbitrage in exchanges affects the volume 
of Forw^ard Exchange transactions. Time arbitrage may assume 
the form of simple swap transactions— buying or selling spot against 
forward — or buying or selling short against long Forward Exchange. 
We have seen in Chapter XI that the buying of spot against 
Forward Exchange constitutes the normal routine by which dealers 
adjust their commitments after having covered their positions by 
means of spot transactions. The undoing of commitments a few 
minutes or a few hours after they were created cannot be regarded 
as time arbitrage. At times, however, dealers find it expedient to 
go long in spot exchange and short in Forward Exchange, in order to 
benefit by the yield on the swap. If such operations are connected 
with the investment of the funds which they make availal)le in the 
foreign market concerned, then they come under the heading of 
interest arbitrage. If, how^ever, the interest factor does not arise — 
where, for instance, the foreign centre does not allow interest on 
balances — then the operation may be regarded as exchange arbi- 
trage proper, though even then the yield on the exchange arbitrage 
is compared with the interest yield in the dealer’s own market. 

Time arbitrage proper assumes the form of buying or selling 
short Forward Exchange against long Forward Exchange. Such 
transactions amount to deferred swap operations which become 
effective when the short Forward Exchange is due to be delivered. 
As it is impossible to know what interest rates will rule in the two 
centres concerned on the future delivery dates, these rates cannot 



CHAP. XV ARBITRAGE AND FORWARD EXCHANGE 


137 


form the basis of the transaction, even though dealers may have 
their own views about the future course of the exchange rates, and 
these views may to some extent influence their decision to operate 
in short against long Forward Exchange. Time arbitrage, it should 
be noted, can be bilateral or triangular. A type of triangular time 
arbitrage which is very involved and is not often done nowadays is 
buying or selling short against long forward on the cross forward 
rate. 

The working of time arbitrage operations and their effect upon 
forward rates is probably one of the most complicated parts of our 
by no means simple subject. We shall deal with it in detail in a 
later chapter, where the factors affecting the ratio between short 
and long forward rates will be discussed. This chapter will simply 
indicate a few causes giving rise to such operations. 


( 4 ) dealers’ opportunities 

As we have already noted, there is a rule that the Foreign 
Exchange departments of all banks of standing shall not carry an 
open position in Foreign Exchange overnight, but for this i)urpose 
the commitments are considered to be balanced if the total purchases 
and sales in a (Uirrency are equal, irrespective of their dates of 
maturity. Dealers of the more go-ahead type, eager to earn their 
keep but handicapped by the rule against 0])en positions, find an 
outlet for their ambition by taking a view of the probable course 
of the forward rates. They take care to miss no apparent oppor- 
tunity for making a profit on time arbitrage, which enables them to 
undertake o|)erations of a semi-speculative nature without trans- 
gressing the rule that ])ositions have to be covered at the close of 
every daj\ The development of discrepancies between long and 
short rates — that is, between long and short rates expressed as 
j)ercentages per annum -and the wide fluctuation of such dis- 
cre{)ancies, provide them with ample scope for taking a hand. 

The discrepancies between short and long forward rates are 
largely the result of speculative operations. Speculators often take 
the view that the depreciation of a currency is imminent, in which 
case the discount on the short Forward Exchange is apt to be pro- 
portionately wider than that for longer dates. Or they may take 
the view that devaluation is likely to occur within three months but 
not before, say, two months, in which case their selling transactions 
are concentrated on long Forward Exchange, the discount upon 
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which becomes wider than that for short dates. The commercial 
factor affecting the supply and demand for certain dates may also 
cause substantial discrepancies. It is the function of exchange 
arbitrage to level out these abnormal discrepancies by operations 
in long against short Forward Exchange. 

If Foreign Excliange dealers take the same view as speculators 
in anticipating an early depreciation of an exchange, tliere is no 
room for time arbitrage. Tf, however, they should disagree with 
the general market view, then they liavc fair scope for taking 
advantage of the disproportionately wide discount on short forward 
by buying short Forward Exchange and selling long Forward Ex- 
change. If, for exami)le, the discount on forward francs is 4 francs 
for one montli and 7 francs for three months, then the operation 
will enable the dealer to undo the swaj) profitably alter a month, 
provided that the discount is still wider than 3 francs for the re- 
maining two months. This is only one of the innumerable examples 
that could be given to illustrate the wide variety of transact! ions 
in spot against forward. It is remarkable that text-books on 
excliange arithmetic barely toucli upon the subject, wliich is inter- 
esting enough to deserve a good-sized chapter, if not a whole book. 

The reader will find furtJier details of this conifilicated subjc(jt 
in (fiiaptcr XXV, though a full explanation would take more space 
than w'ould be justified in proportion to the rest ol‘ the matter to be 
dealt wdth. 


(o) INTEREST ARBITRAGE 

Interest arbitrage plays an important part in the Forward Ex- 
change market. VVe have already seen that foreign balances held 
by banks are usually covered through sales of Forward Ex(;hange, 
except between gold standard currencies, in w^liich the risk is 
limited by the operation of gold points, when tlic extent of this risk 
does not exceed the differem^e in interest rates prcvTiiling in the two 
centres. In times of ex(;hange fluctuations, uncovered interest 
arbitrage ceases altogether, and interest arbitrage transactions are 
combined with a Forw'ard Exchange operation. This does not, 
of course, mean that all foreign balances held by banks on their 
??OrSlro accounts are engaged in interest arbitrage. Part of them, 
at any rate, constitutes the minimum balances which the banks 
must maintain in foreign currencies in order to keep their corre- 
spondents’ accounts alive and to enable the banks to operate more 
freely in Forward Exchange. When the banks undertake interest 
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arbitrage, then they prefer to employ their funds in deposits or 
bills rather than allow them to accumulate on tJieir nostro accounts, 
for the simple reason that the nostro accounts offer an inferior yield. 
As a rule, interest arbitrage is undertaken only by banks which 
possess liquid funds available for that purpose. »Such banks are 
in a better position to take advantage of the prevailing discrepancies 
than smaller banks which would have to pay interest on funds 
borrowed for use in interest arbitrage. When, however, there is a 
really persistent discrepancy between the forward rates and their 
Interest Parities, tlien it may become profitable to employ borrowed 
funds, once the dis(;repancy is wide enough to cover the (;ost of the 
borrowing. 

Interest arbitrage can be carried out by a deliberate transfer 
of i’unds for that ])urpose, or by simply retaining spot-forward com- 
mitments (treated in the course of current business, instead of 
undoing them by swap operations.^ Again, it is possible to under- 
take interest arbitrage in either sense, both by means of balances 
and by means at credits, by shifting availments from one centre to 
another for the sake of the dilYerence between their respective 
interest-cum-commission-cum-forward-covering costs. 

The whole subjec^t (d' interest arbitrage is closely interwoven 
with the theory ol Interest Parities, anti it would be anticipating 
our explanation of this tlieory to go into further details at this stage. 
We ])ropose to return to the question in (.Miapters XV III to XXII. 

(0) lU’LLTON AHBTTRAOn 

Al’bitrage in gold and silver has always been a very im])ortant 
source of Forward Fx(diange operations from time to time. With 
the extension of the gold standard during the last decades of the 
nineteenth (*entury, and with the increase in the volume ol gold 
shipments early in the twentieth century, gold arbitrage became a 
recognised factor in the Foreign Exchange market. And during 
periods of seasonal shipments, or on days when a large consignment 
of gold Avas disposed of in the London market, the gold arbitrage 
factor assumed considerable, if passing, importance. It is not 
generally realised that the premium or discount on the Forward 
Fxchange is apt to influence the gold import point or gold export 
point by increasing or reducing the cost of the shipment. Bullion 

‘ Mr. W. \V. SyivH, “ Forward Exc hange (\>iniii*'iUs " in The IJankrr 

of DecoinlxM’ 11).3(), pp. 219*220. 
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arbitrage between gold- and silver-using countries played an im- 
portant part in the development of eastern Forward Exchange 
markets. Witli the decline of the monetary use of silver, its import- 
ance as a source of Forward Exchange operations has also declined. 

The mere covering of the exchar^e on gold or silver bought or 
sold for forward delivery does not in itself constitute arbitrage, 
unless it is done for the sake of the profit from a discrepancy between 
the forward price of the bullion and the forward rate of the gold 
or silver currencies concerned. Such discrepancies may arise for 
various reasons, but especially because of the finer and more subtle 
rates quoted in the Foreign Exchange markets compared with the 
prices in the bullion market. 


(7) STOCK ARBITRAGE AND COMMODITY ARBITRAGE 

Stock arbitrage at times is also an important factor in the 
Forward Exchange market. It is a standing rule that the exchange 
risk must be covered on all stock arbitrage transactions. In the 
ease of arbitrage with New York, where there is no dealing for the 
“ account ”, the transactions do not as a rule give rise to forward 
Operations. On the other hand, arbitrage with the continental 
Bourses, which have fortnightly or monthly settlements, gives 
rise to forward transactions for the settlement dates. It is only 
on rare occasions that the rule of covering all stock arbitrage 
transactions is disregarded, when arbitrageurs hold such definite 
views on the prospects of the exchanges that they are prepared to 
take a speculative risk. This was the ca.se in August and iScptember 
19.31, when the exchange on stocks sold by London to Paris was not 
covered, and again during 1936, when sales of .stocks by Paris to 
London were not always accompanied by forward sales of .sterling. 

Tn commodity arbitrage such, for instance, as arbitrage in wheat 
between Chicago or Winnipeg and Liverpool, the exchange risk 
is usually covered, though arbitrageurs are at times inclined to take 
a view. The volume of Forward Exchange business arising from 
arbitrage in commodities is larger than is generally realised, for in 
practice it is hardly di.stingui,shablo from Forward Exchange 
bu.sine.ss originating through foreign trade. 



CHAPTER XVI 


SPECULATION AND FORWARD EXCHANGE 


(1) FORWARD FACILITIES NOT INDISPENSABLE FOR SPECULATION 

While commercial requirements and arbitrage can secure a steady 
and at times substantial turnover in the Forward Exchange market, 
it is only at times of speculative activity that the turnover reaches 
really high figures. On such occasions the speculative factor 
eclipses every other as a source of Forward Exchange operations, 
even though its counterpart is very often supplied by arbitrage 
oj)erations. It would be idle to deny that the existence of Forward 
Exchange facilities provides good opportunities for speculative 
operations, just as the existence of dealings for forward delivery 
in securities or commodities encourages speculative activity. Not- 
withstanding this, it would be a mistake to exaggerate the import- 
ance of Forward Exchange facilities as a cause of specailation. 
Beyond doubt the New" York Stock Exchange is by far the most 
speculative of all Stock Exchanges, despite the fact that there is no 
dealing on account. The fact that all purchases and sales take place 
for immediate delivery does not prevent speculators from gambling 
extensively by buying stocks and carrying them by means of loans, 
or by borrowing stocks and selling them. 

In the Foreign Exchange market, too, it is possible to spccmlate 
without utilising Forward Exchange facilities. Bull speculation 
can take the form of a purchase of spot exchange linanced by 
borrowx'd money. This was done on a very large scale in 11)26 -28 
during the pre-stabilisation period of the franc. Bear speculation, 
similarly, can be pursued in the spot market by means of selling 
spot exchange and covering within two days, or by borrowing in 
terms of the currency concerned and selling the spot exchange thus 
obtained. There are various other ways of speculating in exchanges 
without transacting any Forward Exchange business. For instance, 
commercial debtors who owe money in terms of a currency whose 
depreciation is anticipated and who postpone payment as long as 
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possible, are really bear speculators. Conversely, exporters in 
countries with excliange restrictions whose exchange is ex})ecte(l 
to depreciate become bull speculators wlien, to avoid having to 
surrender the })roceeds of their exports, they request foreign 
importers to delay payment due in terms of foreign (jurrencies. 
We have seen, too, how in the summer of 1931, London firms 
engaged in stock arbitrage departed from their custom of covering 
the Forward Exchange for stocks sold in Paris. It is thus possible 
to speculate, not only by operating in Forward Exchange, but also 
by abstaining from so operating. 


(2) ATTACKS ox FORWARD EXCHANGE SYSTKM 

These facts should go a long way towards disarming the devTis- 
tating criticism which has been directed against the Forward 
Exchange sj^stem on the ground that it is mainly resi)onsiblc for 
exchange fluctuations. The critics forget that one of the most 
notorious bear attacks in history, the attack on the franc in 1924, 
began in the form of wholesale sales of s})ot francs -that is, 
for deliver3" in two days- in the hope that in two days the 
exchange would move in favour of the sellers. Where there is a 
will to speculate there is usually a way, and while F'orward Ex- 
change facilities make it easier to speculate, they (cannot by any 
means be regarded as the sole, or even the main, (?ause of unsound 
speculative activity. And yet the Forward Exchange system has 
always been made a scapegoat for many of the world's evils. We 
saw in Chapter V that during the eighties and nineties ol' the last 
century the Russian Press blamed the Berlin forward market in 
rouble notes for all the financial ills of the country. In (Jreat 
Britain, too, there was before the war mu(9i prejudice against for- 
ward dealing in general and dealing in Forward Exchange in 
particular. To (piote only one of the innumerable characteristic 
outbursts, in 1910 a business man named (fliarles William Smith, 
senior partner in an im})ortant firm of produce merchants and 
author of innumerable pamphlets, addressed an open letter to 
Joseph Chamberlain on the eve of the General Election,* in which 
he referred to ‘‘ the sinful and gambling international operations 

^ Subsequently it was ]>ublis]ir(l by J\ S. Kin^ t’k {Son in paniplilet form und(?r 
the title A Manijeslo on Intvmationnl b'innncinlawKlommercial Gamblimj in Options 
and Futures {Marche d Tc.rrne) in conjunction with Free Trade and Protection ” ; and 
bore the modest sub-title, “ A Challenge to the World 
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and demanded international legislation “ in order to suppress, pro 
bojio publico, these international bull and bear gambling o])erations ”, 
adding as a happy afterthought — “ especially the bear, who is the 
invisible enemy of mankind, as well as the direct cause of the 
economic ruin of the world However, the system of Forward 
Exchange seems to have survived this and many other similar 
manifestations of bad temper. 

(3) SrEClJJ.ATORS AND SPECULATION 

Admittedly there is ver}-' little to be said in defence of specula- 
tion in Forward Exchange from a moral point of view. It (.*an 
hardly be said that ])rofessional speculators as a class are actuated 
by high moral principles. Speculators in exchanges are usually 
the worst ty})e of gamblers. ^Mie diirercncc between gambling in 
stocks and shares or commodities and gambling in exchanges is that 
the former may affecjt only one section ol’ economic lif(i, whereas 
gambling in exchanges affects every section. It is often described, 
and not witliout justification, as l)eing equivalent to gam))ling in 
the life-blood of the nation. 

Nevertheless, in the existing system the operations of exchange 
speculators are necessary in order to bridges the temporaiy gaps 
between supply and demand. In the absence of speculation, oHicial 
intervention would be necessary to su])ply a deliciency or to absorb 
a surj)lus, which would otherwise be thrown on the Jiiarket, thereby 
causing sudden changes in the excliange rates until the equilibrium 
rate was reached. As most Central Hanks al)staiu from intervening 
in the Forward Exchange market, speculation in Forward Exchange 
performs a function of considerable social utility by absorbing short- 
term surpluses and su])plying short-term deli(aencies. For this 
reason, while we can find good reason to condemn speculators in- 
dividuall}^ we cannot in the existing order of society condemn 
speculation as such. 


(4) WHO ARE THE SPECULATORS ? 

A great deal has been said and written about- the speculative 
campaigns carried out in the Forward Exchange markets, but 
seldom lias any effort been made to aseertain the identity ot specu- 
lators. In some instaiujcs in tlie course of law-suits (sucli as the 
famous Ironmonger v. Dyne case) tlie names ot some gamblers 
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become public, but as a rule they are able to escape publicity, and 
the newspapers, while indulging in veiled references to certain 
sinister groups, seldom mention actual names, especially in coun- 
tries where, as in Great Britain, the law of libel is rather strict. For 
this same reason 1, too, must refrain from supplying any names of 
those engaged in Forward Exchange speculation, and shall confine 
myself to indicating in general terms the various categories of 
speculators. 

Practically every bank emphatically disclaims indulging in 
speculation. Yet tlie speculative operations carried out by bank 
dealers during the course of a day, even though the positions are 
and must be balanced before closing, none the less ailoct the ex- 
change rates. If dealers go short or long between 10a.m. and noon 
the chances are that during the following hours outsiders will 
follow their example, and the selling or buying pressure thus caused 
enables the dealers to cover before closing time without thereby 
necessarily restoring the exchanges to their opening rates. More- 
over, in every centre there arc a few banks which arc less strict about 
the covering of their positions every day. In London it is only 
some not altogether first-rate houses which depart from the rule, 
but in one or two continental centres there are some houses whose 
names are everyday words in international banking (jirclcs, which 
undertake speculative operations on a large scale on tlieir own 
account. For years past, whenever there has been an attack on 
a currency it has always been the same names which have appeared 
in the market much more frequently than could be accounted lor 
by the volume of their commercial business. In general, however, 
it remains true that banks of standing do not speculate in exchanges, 
but keep their books strictly balanced each da3^ 

From time to time international syndicates are formed for the 
speculative forward purchase or sale of certain currencies. Apart 
from the continental banking houses in (luestion, these syndicates 
usually include financiers of every description, representatives of 
high finance and low finance, wealthy individuals with plenty of 
money to risk and penniless adventurers with nothing to lose. It 
is not so easy nowadays to buy or sell currencies for forward delivery 
as it was during the early post-w'ar years, when almost anybody 
could walk into almost any bank and open a speculative account. 
So long as he left an adequate margin on deposit no questions were 
asked ; indeed, there was no need for attempting to conceal the 
nature of the business. Today most banks do not carry out For- 
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ward Exchange transactions except on behalf of their clients, and 
it is necessary to pretend, at any rate, that the transactions are 
concluded for genuine commercial purposes. Notwithstanding 
this, professional speculators usually manage to find a back door 
through which they can enter the market if they are refused admit- 
tance at the front door. Some bank in some part of the world is 
usually found to be willing to carry out their orders. 

The general public, which usually takes a hand sooner or later 
in every substantial or lasting speculative movement, whether in 
commodities, securities or exchanges, has also acquired the habit 
of operating in Forward Exchange. But the habit is new : it did 
not exist at tlie time when Mr. Keynes, in his Tract on Monetary 
Reform, remarked that most amateur speculators throughout 
the world operated in the spot market, while the forward market 
was confined to the ju-ofessional elements. This is much less so 
now than it was in 1922. In the meantime the general public, 
especiall}^ on the (Jontinent, has formed the habit of specadating in 
Forward Exchange whenever such speculation appears profitable. 
At times of sweeping s[)eculative movements it is the large number 
of operations undertaken by outsiders that exaggerates the tendency 
provoked originally by professionals, and, needless to say, it is the 
outside public that is eventually landed with the positions after the 
speculative professionals have taken their profits. 

(o) SIU^CULATIVK OCKKATIONS 

Speculative operations may take the form of buying or selling 
forward for short or long [)eriods, according to the speculators’ view 
of the proximity of the anticipated appreciation or dcprceiation, 
and according to the discrepancy between short and long forward 
rates. The speculation may take the form of operations either in 
the national currency against a foreign currency or in one foreign 
currency against another. This latter course is taken where there 
are restrictions upon operations in the national currency. In 1924 
Berlin and Vienna wore selling francs against sterling or dollars or 
guilders. This method may also be adopted with the object of 
limiting the risk. Those who sold forward francs in 1935-30 banked 
on the devaluation of the franc ; they did not wish to concern them- 
selves with the possible lluctuatioiis of the sterling-franc rate that 
niight occur in the absence of devaluation. For this reason, they 
preferred to sell forward francs against dollars, since the operation 
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of gold points between France and the United States limited the 
extent of the possible appreciation of the franc against the dollar. 

If the speculative position is closed wlien the forward contract 
matures, its li(j[uidation gives rise to spot transactions only. But 
it can give rise to new forward transactions, in addition to those 
entered into when the position was created, if the speculators should 
decide either to liquidate before maturity or to carry the position 
after maturity. In the first case an outright operation is carried 
out, while in the second a swap is needed to cover the old contract 
and to open a new position. 

Details of the origin and counterpart of speculative forward 
operations are given in Chapter XXV, discussing tlie relation be- 
tween spot and forward rates. Other aspects of speculative o])era- 
tions in exchanges are discussed in various other chapters. 



PART IV 


THE THEORY OF FORWARD EXCHANGE 




CHAPTER XVll 


EVOLUTION OF THE THEORY OF FORWARD EXCHANGE 

(1) LITERATURE BEFORE MR. KEYXES 

Scientific interest in Forward Exchange is of relatively recent 
origin. Until about fifteen years ago — to be exact, until Mr. 
Keynes took up the subject soon after the Avar — most economists 
ignored the very existence of Forw^ard Exchange. Discussion of 
the subject Avas regarded as the task of ])ractical writers on Foreign 
Exchange ; theoretical economists, even if they specialised in 
monetary problems, would no more have been expected to write on 
FoTAvard Exchange than on some intricate problems of bookkeeping 
or commercial arithmetic. Even noAv there are very few economists 
Avlio have given tlie subject careful consideration and who have 
realised its broader implications. Mr. Keynes’s books and articles 
have nevertheless succeeded in draAving the attention of academic 
economists to the theoretical aspects of ForAvard Exchange. 

Before Mr. Keynes, Avritings on the theoretical aspects AA^cre few 
and far betAveen, and for the most part they Avere of little scientific 
value. Practical Avriters on Foreign Exchange re(*ogniscd long before 
the Avar that forAvard rates arc to a large extent influenced by the 
difference betAveen interest rates in the tAvo centres (joncerned. Many 
writers took this for granted, and did not mention it specifically; 
they merely referred to it casually, in the course of a discussion of 
some interesting movement of exchange rates or of short-term 
funds. One of the feAV pre-Avar writers Avho dealt Avith the subject 
was Henry Deutscli,^ whose remarks arc Avorth quoting. “ . . . The 
New York price of forward tt.^ London Avill depend upon the dis- 
count rates in London and in Ncav York. Therefore, Avhen the 
discount rate in Ncav York is the same as in London, the price of 
forward tt. will be identical Avitli the price of prompt tt. If money 
in London is cheaper than in New York, then the forAvard rate for 

* Henry Doiifecli, Transactions in Foreign Exchanges (London, ]}U4), p. 174. 

* Telegrcipliio Transfer. Its usual abbreviation is T.T, 
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tt. London must bo dearer than the rate for prompt tt. London, 
and should the opposite take place then the forward rate for tt. 
London must be cheaper tlian the rate for prompt tt. London. Of 
course at times tlie actual rate for forward tt. London may not be 
in liarmony with these rules, as the rate of exchange is subject to 
the law of supply and demand.” Hero we have the Interest Parity 
theory of Forward .Exchange in its rudimentary form. 

The relation between Interest Parities and Forw^ard Exchanges 
was discussed, long before Oeutsch, by Walther Lotz. His article, 
published in 1880/ is one of the earliest sour(;es of information on 
Forward Excdiangc, and contains some interesting remarks on the 
influence of interest rates on forw^ard rates. Dealing with the 
Vienna forward market in mark notes, he states that the premium 
on forward mark notes w as due to the Unver interest rates prevailing 
in Germany. In fact, he had even realised that the forward rate 
is determined, not by one interest rate l)ut by sereral ; he specific- 
ally mentioned the market rate of discount for prime bills and tlie 
interest rate on Bourse loans. He pointed out that the reaction of 
forward rates to changes in interest rates w^as very prompt, and quoted 
an interesting example to illustrate this. While as a rule interest 
rates in tlie ’eighties w^cre higher in V^ienna than in Berlin, on 
September 21), 1888, the rate on Bourse loans in Berlin rose suddenly 
to between 8 and 10 per (‘ont, wliile in Vienna money w as obtainable 
at 6 per cent. On this one day, the forward rate for mark notes 
in Vienna, which until then liad stood at a premium, wxmt to a 
discount amounting to IJ ])er cent per annum. On tlie followhig 
day, interest rates for Bourse loans in Berlin dropj)ed, and forward 
marks in Vienna were once more (pioted at a premium. 


(2) MR. KKVXKS's (‘OXTRIIUJTIO.N 

The facts on wdiich the Interest Parity theory is l)ased have, of 
course, been evident to evciy exchange dealer ever since the begin- 
nings of Forward Excliange operations, many decades before the 
war. The dealer’s task, how^ever, was to work upon these facts, not 
to write about them. In any case, few dealers w'ould have been 
able to realise the theoretical significance of Interest Parities. 
Mr. Keynes was the first to put the practical rules of the relation 
between forward rates and interest rates into scientific form. The 

' Walthor Lotz, “ Dio W'ahrungsfrHgf^ in OHturroioJi-Ungarn ”, Schmollers 
Jahrbuch, vol. 13 (1889), p. 35. 
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Interest Parity theory of Forward l^xciiange must be regarded, 
therefore, as one of his many contributions to the progress of 
Economic Science. Ever since the publication of his article on 
Forward Exchange in the Manchester Guardian Reconstruction 
Supplement, writers on the subject, whether British or foreign, have 
made extensive use of his conclusions, which have thus become 
the foundation of practically the whole existing post-war literature 
on the theory of Forward Exchange. 

The most detailed explanation and analysis of the Interest 
Parity tlieory is to be found in Mr. Keynes’s Tract on Monetary 
Reform.^ llis main points may be summarised as follows : 

1. The most fundamcTital inlhience on forward rates is the difler- 
eiKJC between the interest rates obtainable on short money. 
The forward rate (’ixpressed in por(jentage ])er annum tends 
to be ec[nal to the dilTerence l)etween intc^rest rates in the two 
centres. 

2. I’he h\)rwar(l Exchanges of countries without adecpiate short- 
loan markets tend to behave as if interest rates in the countries 
eoneerned wore very low, even though the ])revailing interest 
rates are rather high.- 

2. If ])olitieaI or grave financial uncertainty prevails in a 
country, no forward business is done in its exchange on any 
substantial scale at any reasonable rate. 

4. Forward rates tend to lluctuate around their Interest Parities 
in accordance with supply and demand. If the Interest 
l\irity is 1 .] ])er cent per annum, then the forward rate would 
tend to fluctuate normally between I and 2 ])er cent per 
annum. 

o. Whenever forward rates depart from their Interest Paritu\s 
to a sullicicMit extent to yield arbitrageurs sufticient profit 
(Mr. Keynes estimates the minimum at .1 per cent) to make 
it worth their while to operate, they will shift funds to the 
more ])rolitable centre. 

6. If the bulk of business in ta particular exchange is in the hands 
of a few houses, or if there is agreement between the leading 
dealers regarding the forweard rates to be quoted, then the 
rates quoted may depart materially from their Interest 
Parities. 

1 Pp. 

2 This was larpoly in aroonlamv with experionco during tiio early post-war 
period covered by Mr! Keynes’s book, but subsequent experienco has led to different 
results. 
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7. The floating capital available for transfer from centre to 
centre for interest arbitrage is by no means unlimited, and 
is not always large enough to bring about a readjustment of 
forward rates to their Interest Parities. 

8. With an inconvertible paper currency, the only immediate 
effect of a change in the Bank rate is to cause a new adjust- 
ment of the forward rates. 

(3) ENGLISH LITERATURE 

Mr. Keynes’s concrete proposals regarding Forward Exchange 
operations will be discussed in later chapters dealing with the 
Forward Exchange operations of Central Banks. Here we shall 
confine ourselves to tracing the evolution of the theory of Forward 
Exchange, an evolution in which the publication of A Tract on 
Moneiary Reforvi was an important landmark. In his subsequent 
writings, in A Treatise on Money and in an article in Lloyds Bank 
Monthly Review, Mr. Keynes enlarges upon his practical pro- 
posals, but on the theoretical side adds little that is essential. 
This is to be regretted, for Mr. Keynes is better qualified than 
any other ecjonomist to follow up the lines of inquiry he first opened 
up. Since the publication of A Tract on Monetary Reform the 
evolution of the theory of Forward Exchange has made but little 
progress. Yet there was a great deal which was left unsaid by Mr. 
Keynes and by those theoretical writers who followed in his foot- 
steps. 

In the Anglo-American literature on Forward Exchange since 
the publication of Mr. Keynes’s theory, some practical writers have 
contributed minor points on the borderline of theory and technique. 
Among the contributions of English theoretical economists to the 
evolution of a theory of Forward Exchange that of Mr. Ilawtrey 
is second only to the contribution of Mr. Keynes. In an essay on 
‘‘ Mr. Keynes’s Treatise on Money ” ^ he raises several new points, 
and follows up other points raised by Mr. Keynes. The chief 
merit of his work is that it lays stress upon the possibility of 
lasting discrepancies between Interest Parities and forward rates 
even in normal conditions. He discusses the limitations of the 
volume of liquid funds which are available for international trans- 
fers through interest arbitrage. He also describes in detail how 
the law of Interest Parities actually works. It is a pity that he 

1 R. G. Hawtrey, The Art of Central Hanking (London, 10.32), pp. 406-411. 
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confined himself largely to crossing the f s and dotting the i’s of 
Mr. Keynes’s text, and did not embark upon an examination of the 
fundamental aspects of h^orward Exchange, a task for which he 
would be particularly qualified. 

My own modest contribution to the subject consisted of a 
detailed examination of the relations between forward rates and 
gold points.^ In the September 1936 issue of the Economic Journal 
I wrote an article entitled “ Some Theoretical Aspects of For- 
ward Exchanges ”, in which 1 raised some fundamental points 
extracted from the present book which was then in preparation. 
Another recent contribution to the subject is that made by Mr. 
W. VV. Syrett,'^ a practical banker, who raised the question of the 
effect of Purchasing Power Parities on Forward Exchanges, even 
though he did not indicate exactly how and why his theory was 
supposed to work. A critical examination of his article is to be 
found in an article of mine, “ The Theory of Forward Exchanges ”, 
in The Banker, July 1936, and the IJecember 1936 issue of The 
Banker published Mr. Syrett’s reply to my criticisms. Apart from 
these, and apart from a number of unsigned articles in various daily 
and weekly newspapei’s and magazines, commenting for the most 
part on current developments in the foreign exchange market, 
remarkably little has been published in English on the theoretical 
aspects of Forward Exchange. An unpublished thesis by Mr. L. 
C. Duncan ^ contains some interesting, if inadequately digested, 
material on various theoretical points. Its chief merit is that it 
elaborates a number of interesting charts showing the degree to 
which the curves of forward rates and those of their various 
Interest Parities tend to run parallel with each other. Mr. Duncan 
realised that Int(U’est Parities are not always the cause and forward 
rates not always the effect, but he did not realise the broader 
implications of this lact. In spiti* of its numerous deficiencies, 
the thesis would have been well worth pid)lishing.^ 

^ Paul Kinzig, Inteniatioual Gold Morcmoits, 2nd od. (London, 1931), pp. HS- 
122. Roprintod from tho March 1931 issue of the Economic Journal. 

* W. W. Syrett, “ Tho Theory of Forward Kxohangos Re-stated ”, The Banker, 
Juno 1936. 

* Lyman C. Duncan, ^1 Study of the Cour,s'e of Forward Exchange Bates during 
the Last Few Years. Thesis (un})ublished), London School of Kconomics, April 1934. 

* Mr. Duncan’s work proviiles an outstanding exainplo of tho kind of thesis 
which students of economics shouUl bo induced to undertake. Instead of producing 
dozens of thoses on tho same general subjects, consisting largely of paraphrased 
versions of their Professors’ lectures, students ought to be made to specialiso in 
noglocted subjects in which they can do original work and can carry out detailed 
rosoarch for wliich economists have no time. 
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(4) GERMAN LITERATURE 

The German post-war literature of the theoretical aspects of 
Forward Exchange has not been so extensive as it might have been 
expect(Ml to be, in view of the interesting material made available 
b}^ pre-war German and Austrian authors, and in view of the 
practical interest in the subject during the inflation period and also 
during the subscMiueiit period of borrowing abroad through the 
intermediary of Forward Exchange. The tw^o German booklets 
which deal Avitli the subject — Dr. Joachim Vogel, Das Deviseii- 
terminrjesclidjt, and Dr. Carl August Fischer, Das Devisentermin^ 
(jeschdft in seinen Beziehungen zur Wdhrung und Wirtscliajt — contain 
very useful material, especially upon the post-war experience of 
Germany, and upon points on the bonh'rliiie between theory and 
technique. Dr. Vogel’s book has a theoretical section of some 
20 pages, but it deals largel}^ with practical questions. Its theo- 
retical interest lies in the application of Mr. Keynes’s theory to 
German post-war conditions,^ and in the description of the factors 
influencing forward rates in conditions of advanced inflation.- But 
Dr. Vogel does not touch upon the more fundamental aspects of 
his subject. Dr. Fischer is more inclined to dwell upon theoretical 
problems such as the relation l)etween spot and forward rates,'* in 
which respect his book is second to none. Jhit whenever lie appears 
to be on the point of saying something fundamental, he changes the 
subject. Notwithstanding this, his book is easily the best of those 
devoted exclusively to Forward Exchange. 

A number of articles in German periodicals sucli as Bank- 
Archiv, Bayik-W issenschajf , Die Bank, Weltivirtschaftliches Archiv, 
etc., ami in the Handv:drterhuch des Bankwesens,^ contain many 
stimulating suggestions, all very helpful to one engaged in the task 
of piecing together tlic comprehensive theory of Forward Excihange. 
The task itself, however, was not even attempted hy any German 
writer on the subje(;t, although several of them might have been 
well qualified to accomplish it. 

(5) FRENCH LITERATURE 

It is only natural that the contribution of French financial 

^ Pf). 46-48. 2 pp. 42-46. » Pp, 36-40 and 45-50. 

* Tlio arti(;Io by Rudolf Hooreri.sson on “ J^tivison-Swnp ” is particularly worth 
noting. For other Gorman articles on tlio subject, see the Bibliography. 
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literature to the evolution of the theory of Forward Exchange 
should be inferior to that of either English or German financial 
literature. Until the war, Paris knew no more about Forward 
Exchange than London did, and in any case in technical problems 
Fren(*.h authors could hardly compete with cither German or 
English authors. Nevertheless, there is a French book devoted 
exclusively to Forward Exchange — which is more than the vast 
Anglo-Saxon financial literature has produced until now. Even 
tliough M. (Jasamajor ^ deals mostly with practical and historical 
material, from the limited and one-sided point of view of the Paris 
market, his book (iontains some interesting theoretical observations. 
He rais(?s th(^ point of the ellcct ujK>n forwai’d rates of the volume 
of funds available for foreign exchange purposes, in the case of a 
currency whose speculative market is mainly abroad. On the 
whole he, like? most writers on Forward Exchange, draws extensively 
upon the material provided by Mr. Keynes without carrying the 
theoretical aspects of the subject much further. 

Anotln'r Avriteu* in French on Forward Exchange is Mr. J. 
Lo(?khart,“ whose book (jonlains one or two interesting remarks on 
broader asp('(;ts of the subject. The Encydopedie de Banqm et de 
Bourse contains an inte?'('sting anonymous contribution on For- 
ward Exchange which is, however, for the most part historical and 
practical. 


(fi) ITAIJAN LITERATURE 

Italian ‘‘ post-Tract-on-Monetary-Reform ” literature on For- 
ward Ex(?Iiangc approaches in importance German writings on the 
subject. Signor Giovanni Demaria ^ published in 1928 an interesting 
monograph analysing the movements of the forward lira-sterling 
rate. This valuable contribution — which published for the first 
time charts and tables (?ompariug forward rates with their Interest 
l^irities — has not received the recognition it deserves. In Italy 
itself its very existence is ignored, even by many specialists on the 
subject. Like the German authors, Signor Demaria deals exten- 
sively with the etlect of speculation on forward rates. Writing on 
the basis of the one-sided experience of the market in the lira, he 
lays stress upon the inadequate organisation ot arbitrage and upon 

^ Joan Casaniajor, Lc Marchd a terme dcs changes cn France, 2nd cd. (Paris, 
1925). 

J. LockJiart, Lc Marche dcs changes de Paris (Paris, 1924), Part II. 

“ 1 JSaggi di Riporto e di deporto della Lira Italiana a Londra dal 1921 al l9lS, 
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the effect of official intervention. Another Italian author, Signor 
Ettore Lorusso, in his general work on Foreign Exchange,^ deals 
extensively with Forward Exchange problems. His observations 
that the relative limit of forward rates is determined by the cost 
of overdrafts, though not altogether original — it had already been 
discovered by Dr. Vogel — arc particularly interesting. 


( 7 ) LACK OF COMPREHENSIVE ANALYSIS 

This description of the literature upon the theoretical aspects of 
Forward Exchange in the four principal European languages can 
hardly claim to be anything more than a bird’s-eye view. It is 
sufficient to remark that there is a certain amount of material on 
this subject, but all these various works have remained more or less 
isolated and the same truths have had to be discovered independently 
in each of the four countries. The only connecting link between 
them is Mr. Keynes’s work, which appears to have been studied 
extensively all over the world. 

None of the works dealt with above has produced a really com- 
prehensive theory which covers the whole immense range of 
questions involved. Above all, past writers have failed to penetrate 
into the fundamental aspects of Forward Exchange and to link up 
the theory of Forward Exchange with monetary and economic 
theory in general. In the following ten chapters an attempt wiU 
be made to fill the blank spaces in the literature on the theory of 
Forwwd Exchange ; to co-ordinate the existing material and to 
complete it by the inclusion of points which have hitherto received 
no adequate attention ; and to examine the broad implications of 
Forward Exchange in relation to the ec^onomic system as a wliole. 
While it would be ungenerous not to pay a w'ell-d(\s(>rved tribute 
to those who have done pioneer work in this field, it is necessai-y 
to point out that the elaboration of a comprehensive theory of 
Forward Exchange required much more than mere compilation 
and co-ordination of the existing material which, even collected 
and co-ordinated, would leave many fundamental questions un- 
answered. 

^ Ettore Lorusso, La Tecnica dei Cambi Esteri (Milan, 1932), Part IV. 
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WHAT ARE INTEREST PARITIES ? 

(1) NEED FOR DEFINITION 

Ever since practical and theoretical experts began to write al^oiit 
Forward Exchange they have been referring to the “ difference be- 
tween short-term interest rates quoted in two centres ” as the basis of 
Forward Exchange rates. This difference — which, for the sake of 
simplicity and coiivenicrice I call Interest Parities — has never been 
defined adequately. Most writers on the subject consider it suffi- 
cient to refer to the difference between short-term interest rates and 
leave it at that. It is, therefore, high time an effort was made to 
ascM^rtain precisely wliat Interest Parities mean. WJiat exactly are 
the short-t('rm interest rates which should be used as a basis for 
comparison ? Evidcuitly the rates which mainly matter are thosti 
whicli are used for the purpose of interest arbitrage. On the 
surface, therefore, the definition of Interest Parities appears to be 
essentially a matter for practical Foreign Exchange dealers. On 
closer examination, however, it is seen to involve problems for the 
theoretical expert also. 

Before everything else I am anxious to avoid conveying the 
impression that Interest Parities — simply because I call tliem 
“ parities ” — are something concrete, definite, and fixed, like Mint 
Parities. The latter have a concrete existence, being the definite 
arithmetical ratio between the weights of gold that legally represent 
two currencies. The Interest Parity, on the other hand, is essen- 
tially a vague conception. It has no concrete existence apart from 
the forward rates. Its exact figure is practically impossible to 
ascertain, and even its approximate figure is a matter of controversy . 
From a practical point of view there is not one but several Interest 
Parities, and it is their weighted average that should be regarded as 
the theoretical Interest Parity. 
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(2) COMPARISON WITH PURCHASING POWER PARITY 

Wliile Interest Parities are much less concrete than Mint 
Parities, they are on the otlier hand much more definite than Pur- 
chasing Power Parities. In many ways, however. Interest Parities 
resemble Purchasing Power Parities. In particular : 

1. Both Interest Parities and Purchasing Power Parities are 
essentially vague and difficult to define, and are matters of 
controversy ; though Purchasing Power Parities are more 
so than Interest Parities. 

2. Both are essentially elastic. While Mint Parities arc rigidly 
fixed at a definite figure, Interest Parities and Purchasing 
Power Parities are subject to wide rtuctuations. 

3. Discrepancies of tlie actual rates from both Interest Parities 
and Purchasing Power Parities occur frequently, and at 
times are apt to be very wide and persistent. Here again, 
these qualities are present to a larger degree in Purcihasing 
Power Parities than in Interest Parities. 

4. Both Interest Parities and Purchasing Power Parities, while 
influencing the actual exchange rates for which they form 
the equilibrium level, are in turn themselves infiuenced by 
those rates. Admittedly, in one sense, even Mint Parities 
are at times influenced by the actual exchange rates, since 
a (le. facto dejircciation is often confirmed by a de jure de- 
valuation. These cases are, however, exceptional, whereas 
spot exchanges affe(;t Purchasing Power Parities and Forward 
Exchanges affect Interest Parities as a matter of normal 
routine. 

5. Both Interest Parities and Purchasing Power Parities are 
subject to the outside influences which affect the exchange 
rates also. Thus, speculative activity in exchanges may 
affc'ct fbi’ward rates and also their Interest Parities by ])ro- 
voking a rise in the Bank rate ; the failure of the crop in a 
country may cause its commodity prices to rise at the same 
time as it causes its exchange to depreciate through its cITret 
on the trade balance. 

(3) BANK RATE PARITIES 

It would be easy to suggest that the difference between the Bank 
rates prevailing in two centres should be regarded from a theoretical 
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point of view as the Interest Parity of the Forward Exchange. 
From a practical point of view, however, this Bank rate parity is 
entirely inadequate, for it is not on the Bank rate but on the actual 
interest rates prevailing in the markets that Foreign Exchange 
dealers base their arbitrage transactions. Yet from a theoretical 
point of view, forward rates in the long run are inclined to follow 
the difference between Bank rates, for the simple reason that most 
short-term interest rates are inclined to move in step with their 
respective Bank rates. Indeed, to a remarkable degree changes 
in the Baiik rate are capable of affecting forward rates even when 
the lattiir ai e at a considerabk; distance from their Interest Parities. 
In 11)30, forward rates of the French franc responded instantly to 
the reduction of the Bank of France’s riMliscjount rate, notwith- 
standing the fact that the discrepancy between Interest Parities 
aild forw^ard rates was very wide ; but it should be noted that the 
various interest rates in the Paris market also responded instant- 
aneously to the redmdion of the Bank rate. 

At times of monetary stringency, the Bank rate may play a 
direct part in int(‘rest arbitrage. When the percentage yield on 
interest arbitrage? ('xcecnls the Bank rate, banks with inadequate 
liquid resources may rediscount {)art of their bill portfolios at the 
Central Bank and use the proceeds for swap transactions. On such 
occasions, ])rovided that the Central Bank is willing to rediscount 
freely and the banks are willing and able to make use of its facilities 
to a large extent, the moveimmt of forward rates is limited by the 
Bank rate, and the limit clianges with a change ot‘ the Bank rate. 
Notwithstanding this, the importance of Bank Rate Parities is in 
practice, and even in theory, relatively small. 


(4) DISCOUNT RATE CAIUTIES 

Market rates of discount arc much more suitable than Bank rates 
as a basis for calculating Interest Parities. Before 1931 tlie dis- 
(‘oiint rate j)arity could very largely bo regarded as the Interest 
Parity, for the bulk of funds engaged in interest arbitrage was 
invested in bills, especially in London and (though in less degree) 
in New York and Paris. Even then, however, this method was not 
altogether satisfactory. Bill rates were not of equal importance 
in the various centres, nor were they always strictly comparable, 
^riie volume of interest arbitrage done on a basis other than the 
ratio between bill rates in two centres was at times large. Nor 
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was there a single uniform bill rate in any one centre at any 
given moment, as there has since been as a result of the decline 
in rates to a low level after 1932. There was formerly a differ- 
ence between parities based on fine bank bills, Treasury bills, 
etc. Moreover, while the bank rate parities were the same for 
any period up to three months, discount rate parities varied 
widely according to the period, which introduced another element 
of complication. 


(5) DEPOSIT RATE PARITIES 

Since 1932 the significance of bill rates from the point of view 
of calculating Interest Parities has declined, especially as deposit 
rates on foreign balances are no longer based upon them to the same 
extent as before. Prior to 1931 the rate allowed on foreign banking 
time deposits usually approximated to the bill rate. At present, 
these deposit rates are usually considerably higher than bill rates, 
especially in London. Thus the deposit rate parity has superseded 
the discount rate parity as the most important element in Interest 
Parities. 

The trouble about Deposit Rate Parities is that they are very 
difficult to ascertain. The market rate of dis(^ount is usually 
published in the principal centres. For deposit rates, on the other 
hand, there are no authentic figures available in some centres. 
The rate to be taken into consideration is certainly not the standard 
rate which is allowed to any new customers. As is well known, 
bankers as a rule are prepared to allow a higher interest rate to 
their foreign banking correspondents. Thus, while at the time of 
writing the standard rate for a three months’ foreign deposit in 
London is | per cent, foreign banks can easily get I per cent, and 
even 1 per cent. The actual rate is a matter of negotiation, and 
it varies from bank to bank and from day to day, according to 
whether Foreign Exchange dealers are anxious to increase their 
working resources. Five-thousand-a-year American bank repre- 
sentatives in London are usually supposed to earn their keep simply 
by reason of the extra per cent or J per cent they arc able 
to secure on the sterling deposits of their banks. The willingness 
of Foreign Exchange dealers to allow high deposit rates depends 
on their relations with their head offices. If they are in debit at 
head office and if the interest rate charged for book-keeping pur- 
poses on this debit is relatively high, then the dealers may be in- 
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dined to allow fairly high deposit rates to foreign banks. They 
cannot, however, go beyond certain limits. In any case, the amount 
that is taken is not unlimited, and the interest rates are always a 
matter of negotiation ; they cannot be obtained automatically. 
Another difficulty is that in certain instances deposit rates vary ac- 
cording to the amount involved . While in former days large deposits 
received better rates than small deposits, since the banks began 
to suffer from an embarras de richesse many of them have reversed 
this policy. In order to defend themselves against an unwanted 
influx of “ bad money ”, they began to refuse payment of interest 
upon more than a certain amount per account, or upon new accounts 
in general. Such measures were taken by the Swiss banks during 
1931 to 1935. In such instances it is impossible to take deposit 
rates as the basis for calculating Interest Parities, since the rates 
depend on the j)()sition of individual accounts. Another method 
of discouraging the influx of foreign funds is that -adopted in the 
United States during 1935 - of declining to pay interest on a deposit 
during the first month. This introduces another element of com- 
plication in calculating the deposit rates for purposes of Interest 
Parities. 


(6) CALL MONEY HATE PARITIES 

Day-to-day money rates may also form part of the basis of 
Interest Parities. After all, to some extemt banks employ their 
liquid resources in day-to-day loans in foreign centres, and the 
yield on such loans may to some degree influence the amount used 
for interest arbitrage. It is true that, as a general rule, covered 
interest arbitrage is undertaken for deflnite periods, sJiort or long, 
since it is necessary to cover the Forward Exchange for a definite 
period. Tlie fact tliat call money is liable to be repaid at any time 
l)y the borrowed’ does not, however, necessarily preclude the possi- 
bility of covering the Forward E.xchange for a definite date. Even 
though individual borrowers may repay the funds before the forward 
contract matures, the call money market as a whole can generally 
re-absorb it. Admittedly, the possibility of premature repayment 
makes the calculation of the yield rather difficult, and arbitrageurs 
have to allow for the risk of having to re-lend at lower rates to 
avoid undoing the swap at a loss. For this reason, it is only when 
call money rates arc relatively high, when they have a distinctly 
rising tendency, or when the forward rates are in themselves 
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particularly favourable to arbitrage, that covered arbitrage is 
undertaken in call money. 

There are various types of short loans which may serve as a 
basis for interest arbitrage. And different types are involved in 
different centres. Tn New York, brokers’ loans are of predominant 
importance. Time money is at times suitable as a basis for 
Interest Parities, but it has no equivalent either in London or in 
other centres. In London, Stock Exchange loans do not as a rule 
attract foreign arbitrage funds. Their rates are not quoted regularly, 
and vary according to the case. 

An interesting question is whether it is the rates on loans over- 
niglit or renewal rates that should be used as a basis for Call Money 
Rate Parities. As a general rule, renewal rates are much more 
important. At times, however, on the occasion of heavy settlement 
dates or balance sheet dates, the rate for loans overnight temporarily 
assumes considerable importance in the Forward Exchange market 
and affects short forward rates. 


( 7 ) MULTIPLICITY OF INTEREST PARITIES 

As Foreign Exchange dealers transact interest arbitrage on the 
basis of all these different kinds of interest rates, it may be asked 
whether there are not several Interest J^arities ? From a pracdical 
point of view this is indeed the case, and since there is only one 
forward rate for any given period at any given moment, it is 
not often possible for this forward rate to be at ecpiilibrium with 
aU its Interest Parities. It may be at equilibrium with the discount 
rate parity, but in that case it is not at equilibrium with the deposit 
rate parity or loan rate parity. From the point of view of the 
Foreign Exchange dealer this is an advantage, for even during 
periods of comparative equilibrium it is often possible to carry out 
interest arbitrage on one or other of the various bases. There is 
seldom a complete equilibrium between forward rates and all their 
Interest Parities, though discrepancies are often not wide enough 
to give rise to transfers of funds. 

Writing from an essentially practical point of view, Herr Rudolf 
Beerensson ^ remarks that the average level of interest rates in a 
country is a purely theoretical notion. It is jirecisely because 
there is in every country a discrepancy between interest rates on 

^ In his artiolo on “ Devison-Swap ” in tho Handworterbuch dea liankwesena, 
p. 155. 
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overdrafts, loans and securiticis, commercial bills, bank bills, etc., 
that there arc interesting and oft(;n rather profitable possibilities 
for interest arbitrage.” 

(8) ELEMENTS OF COMPLICATION 

Unquestionably, from a practical point of view there are quite 
a number of Interest Parities. Owners of liquid funds usually like 
to spread their investments between the various types of short- 
term loans, and this desire applies also to funds they employ abroad. 
In transferring balancers from one centres to another they do not as 
a rule want to switch over from one type of investment to another 
unless it is particularly profitable to do so. Very often, however, 
such a switch-over is indispensable for interest arbitrage, owing to 
the lact that the same type of investment may not exist in both 
centres, or, if it exists, may have a totally different meaning. In 
consequence, when switching over from sterling to dollars or francs, 
dealers very often also .switch over from one type of investment to 
another. 

To complicate matters further, the amount of interest paid by 
the debtor is not necessarily the same as that received by the 
creditor. In the Unitc^d States, for instance, there is a tax on the 
yield on short-term investments earned by fon^ign lend(*rs. Thus, 
while from the point of view of American banks it is the actual 
amount paid which is taken into consideration, from the point of 
view of foreign banks it is the net amount after deduction of this 
income tax that forms the basis of calculation. At the time of 
writing, when deposit lates and bill rates in New York are about 
I per cent, the tax of 10 ])er cent means nothing, but at a time when 
short-term investments yield 5 per cent or more the tax Ix'comes 
a factor in calculating Interest Parities. 

Interest Parities are not identical for various periods. The 
parity between one-month bills in London and New York may be 
totally different from the parity between three-months bills in the 
two centres. In particular, short-money rates are apt to rise 
suddenly in centres where there happens to be a particularly ht^avy 
end-of-month or end-of-year pressure, in which case Interest Parities 
for loans for the turn of the month may be entirely diffiTcnt from 
Interest Parities for one month or three months. This provides 
a partial explanation of the occasional rise in the premium of dis- 
count on Forward Exchange for short maturities to fiintastic levels. 
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(9) KATKS ON ACCEPTANCE CREDITS AND OVERDRAFTS 

Hitherto we have been dealing with Interest Parities based on 
interest rates at which banks are prepared to invest their funds in a 
foreign centre. Forward rates are, however, also influenced by 
interest rates at which banks are prepared to lend to foreign 
borrowers. The most important of these rates are those on accept- 
ance credits and on overdrafts. The cost of borrowing by means of 
acceptance credits includes, not only the bill rate, but also the 
commission, which even at any given moment will vary rather 
widely according to the standing of the lender, the borrower, the 
nature of the bills, etc. Although the use of acceptance credits 
does not in itself constitute interest arbitrage even if the exchange 
risk is covered by means of forward transactions, the relative amount 
of the cost tends to influeiice the extent to whicli acceptance credits 
are used in various centres. For this reason, the cost of acceptance 
credits tends to influence forward rates, and the relative costs 
therefore establish a type of Interest Parity. 

The rates charged to foreign banking correspondents on over- 
drafts on nostro accounts constitute an important element in the 
Forward Exchange market. As we shall see in the next chapter, 
in certain circumstances they fix a limit to the deviation of forward 
rates from their Interest Parities. 


(10) INTERNAL V. INTERNATIONAL INTEREST RATES 

The difficulties of ascertaining the figure which, from the point 
of view of the theory of Forward Exchange, might be called 
the Interest Parity between two exchanges are considerable. And 
yet, it should be possible to elaborate such a theoretical parity. 
After all, somewhat similar difficulties arise when index numbers 
of prices, wages, cost of living, etc., are compiled. It is the 
task of statisticians to compile an average which, while of little 
or no significance in practical arbitrage, may be accepted none the 
less as the theoretical Intercist Parity. What is needed is the 
elaboration of a scientific average weighted according to tlie relative 
importance of various rates for interest arbitrage. And since their 
relative importance is subject to changes, the weighting should be 
altered accordingly. In fact, an index-number for short-term 
interest rates has actually been compiled, for London by the London 
and Cambridge Economic Service and for New York by the Harvard 
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Economic Service. Unfortunately, neither of these is ideal for the 
purpose of calculating Interest Parities. Both have been compiled for 
the purpose of ascertaining tlie average interest rates for short-term 
borrowing in general, and not to ascertain the average of the rates 
that influence international transfers through covered interest 
arbitrage. The index of the Harvard Economic Service is particu- 
larly unsuitable from the arbitrage view-point, for it is the average 
of the market rate of discount, the call money rate, time money rate 
and commercial paper rate. The second and third of these do not 
regularly influence interest arbitrage, except under special con- 
ditions such as the boom of 1928 29. As for commercial paper 
rates, they hardly play any direct part in interest arbitrage. 1 do 
not mean to suggest that purely domestic interest rates such as the 
rate on commercial paper in New York, or the rate on advances in 
London, or the rate on “pensions” onBnns de la Defense Nationale 
in Paris, have no ellect whatever upon interest arbitrage. While 
their direct influence may be negligible, they are capable of influ- 
encing the transfer of short-term funds indirectly. The relative 
level of domestic interest rates influences the banks’ decision as to 
the amount to ])e employed in interest arbitrage. If domestic 
money rates are relatively high, a minor discrepancy between 
forward rates and their transfer points will not cause large transfers. 
If domestic money rates arc relatively low, banks are only too glad 
to tak(‘ advantage of any minor discrepancies between forward rates 
and their Interest Parities. This of course concerns only bilateral 
arbitrage, for those who have to choose between two foreign centres 
are not concerned with domestic rates. 


(11) “indifference ratf ” 

h^orward rates are at an equilibrium with their Interest Parities 
when there is no profit in transferring funds from one centre to 
another for the purpose of covered interest arbitrage. This does 
not mean that whenever Eoreign Exchange dealers do not consider 
it worth while to transfer funds, forward rates are at their Interest 
Parities. As we shall see in the next chapter, the discrepancy 
between Interest Parities and forward rates must assume a certain 
magnitude before it induces dealers to act upon it. Interest 
Parities arc the forward rates at which no profit at all can be 
made on interest arbitrage, whether active or passive, since 
the yield on funds would be exactly the same in the two centres, 
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assuming that the Forward Exchange is covered. Signor Ettore 
Lorusso very aptly calls this rate the prezzo di imlifferenza ^ or the 
rate at which it is a matter of indifference in which centre the liquid 
funds at the bank’s disposal are kept. That is, it is a matter of 
indifference from the point of view of the yield obtained. Holders 
may prefer to invest their funds in one centre or the other even if 
the yield is equal, for reasons of convenience, liquidity, security, 
etc. Interest Parities, however, are concerned only with the yield. 


(12) MKTAPHYSICAL EXPLANATTON OF INTEREST PARITFES 

Hitiierto we have endeavoured to explain the meaning of 
Interest l^irities on an (essentially concrete and practical basis. 
There is, however, another line of approach. It is worth while to 
attempt to explain Interest Parities also through abstract methods 
bordering on the realm of metaphysics. To a large degree, interest 
arbitrage with covered exchange risk is transacted not by means of 
buying spot or Forward Exchanges outright but by means of swap 
transactions. Now a swap transaction is an exchange of a loan in 
terms of one currency for a loan in terms of anotlu^r currency. If 
the interest rates in the two markets are not ecpial, it is natural that 
there should be a difference in the relativ^e cost of the two loans. 
If the interest in New York is higher than in Jjondon, then the 
American banker who swaps a dollar loan for a sterling loan should 
obtain compensation for emplojdiig his funds in the cheaper 
market. Thus the owner of sterling has to pay a larger amount 
for the dollar loan. This means that he loses on the swap while 
the owner of dollars gains on it. The owner of a currency with 
a forward discount always gains on the swap, and the owner of 
a currency with a forward ])reinium always loses on it. Loans in 
the currency of a country with high interest rates are scarcer and 
more valuable than loans in the currency of a country with low 
interest rates. Normally, the profit obtained by the lender of the 
currency whose forward exchange is at a discount should represent 
the difference between interest rates in the two countries. 

To illustrate this, let us take an examj)le. Let us suppose that 
the spot stcrling-dollar rate is .$5. 00 to £1, while the premium on 
forward sterling is 1 j cents for three months, being ecjuivalent to 
1 per cent per annum. The interest rate in the New York market 
is 2 per cent per annum, while in J^ondon it is 1 per cent. Thus the 

^ Ettore Lorusso, La Technica (hi Camhi Esteri, p. 296. 
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Interest Parity is 1 per cent per annum in favour of sterling, or a 
premium of IJ cents for three months. We can borrow in London 
at 1 per cent and in New York at 2 per cent. If we borrow in 
London and swap our sterling loan for a dollar loan it means that 
we have to give away 1 x)er cent on the buying of forward sterling 
at a premium. The cost of the loan is 1 per cent, plus a premium of 
1 per cent, making a total of 2 per cent, the same as the cost of 
borrowing in dollars in New York. If we borrow dollars in New 
York at 2 per cent and swap the dollar loan for a sterling loan, we 
benefit by the discount on forward dollars. We can get 1 per cent 
interest in London and thus benefit by the forward discount of 
1 per cent, making a total of 2 per cent, which is equal to the cost 
of the dollar loan in New York. This is as it should be when the 
forward rate is at its Interest Parity. If we own sterling we can 
lend it in Jx)ndon at 1 per cent, or wo can swap it for a dollar loan 
and lend it in New York at 2 per cent, in which case we have to 
give away 1 per cent in the forward discount on the dollar, so that 
the net yield is only 1 per cent. If we own dollars we can lend 
them in New York at 2 ])cr cent or we can swap them for a sterling 
loan and re-lend in London, in which case we gain I per cent on the 
premium on forward sterling, so that the true yield is 2 per cent. 


(13) strrrnv and drmand 

The relative cost of loans in two centres tends to determine the 
forward rate, just as the relative cost of two commodities tends to 
determine their relative value. If a certain commodity costs 100 
units to produce and another commodity costs 1 10 units, then, 
other things being equal, their exchange value will be 100 against 
no. If £100 produces £101 in a given period, while 500 dollars 
produce 510 dollars in the same period, then the use of £100 for the 
period will cost £1, while the use of 500 dollars will cost 10 dollars. 
Therefore the owner of dollars is prepared to exchange his holding 
against sterling only if he is compensated for the difference by 
receiving an additional 5 dollars. 

In practice, the (^ost of production does not in itself entirely 
determine the relative prices of commodities. Supply and demand 
modify the effect of costs on [)rices. Similarly the cost of loans 
determines the forward rates only if supply and demand are evenly 
balanced at the rates representing the difference between the cost 
of loans in the two centres. Any discrepancy between supply and 
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demand modifies the rates, just as a discrepancy between supply 
and demand (jauses a deviation of the relative prices of commodities 
from their relative costs of production. If the number of those 
who want to get dollar loans in return for sterling loans is larger 
than those who want to get sterling loans in exchange for dollar 
loans, the profit obtained by holders of dollars becomes larger than 
the difference between the cost of sterling and dollar loans. 

It is necessary to add that, for the sake of the above meta- 
physical argument, we assumed that borrowing and lending rates 
in a centre at a given moment are identical, which is by no means 
always the case. Moreover, in practice Forward Exchange trans- 
actions need not represent the swap of a loan in national currency 
against a loan in a foreign currency. The ultimate counterpart 
may be provided by a great variety of transactions. In fact, it 
is not often that the counterpart of a swap undertaken for interest 
arbitrage is another sw^ap also undertaken for interest arbitrage in 
the opposite direction. For, as a rule, when it is profitable to 
transfer funds for interest arbitrage from London to New York, 
the reverse operation w^ould result in a loss. There are, admittedly, 
exceptions to this rule. Discrepancies between various Interest 
Parities may make it possible to undertake arbitrage transfers 
simultaneously from London to New' York and from New York 
to London. The emjiloy merit of uncovered balances for sw ap opera- 
tions also tends at times to produce a similar result. Finally, the 
shortage of loan accommodation in a centre may give rise to swap 
transfers from another centre even if the operation appears to 
result in a loss. Nevertheless, in the predominant majority of cases 
the counterpart of an arbitrage swap operation is not another 
arbitrage swap operation, but some other exchange operation. 



CHAPTER XIX 


THE ADJUSTMENT OF FORWARD RATES 
TO INTEREST PARITIES 


(1) THE EQUILIBRIUM LEVEL OK FORWARD RATES 

There is a fairly widespread — though of course fallacious — belief 
that a Forward Exchange is at equilibrium only when it is at parity 
with the spot rate and that the existence of a forward premium or 
discount is a sign of disequilibrium. This view has been expressed, 
among others, by Mr. fl. H. Huizinga,^ who says that ‘‘when in a 
purely non-speculative forward market supply and demand are 
eciiial . . . tlie forward rates will bo at par with spot rates And 
the same opinion is held by various practical experts, despite the 
lessons of their own practical experience. Actually, parity with 
spot rate is the equilibrium level for forward rates only when interest 
rates in the two centres concerned are equal. If interest rates 
are l.iglicr in one centre than in the other, then parity with spot 
rates ( eases to be the equilibrium level. Thus, if interest rates are 
2 per cent in New York and 1 per cent in London, and forward 
dollars arc at par, there would be a stream of transfers from London 
to New York to take advantage of the higher rate of interest, and 
this would continue until equilibrium was restored either by the 
adjustment of interest rates to each other, by the adjustment of the 
forward rate to its Interest Parity, or, what is more probable, by 
the reciprocal adjustment of the Interest Parity and the forward 
rate to each other. 

It is the Interest Parity that represents the equilibrium level for 
forward rates, and not the spot rate. A discrepancy between spot 
and forward rates in the form of a discount or premium will not of 
itself lead to an international transfer of funds so long as that 
discrepancy is more or less equal to the difference between interest 
rates in the two centres. On the other hand, a discrepancy between 

^ In an article on “ Central Banka and Forward Exchanges ” in The Banker, 
May. 1936, p. 120. 
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forward rates and their Interest Parities tends to provoke a dis- 
equilibrium which will come to an end only when the forward rates 
are adjusted to their Interest Parities. 

( 2 ) IS ADJUSTMENT AUTOMATIC ? 

The belief that the equilibrium level of forward rates is repre- 
sented by the spot rate takes no adequate account of the significance 
of Interest Parities. At the other extreme is the belief, which un- 
duly exaggerates the significance of Interest Parities, that in normal 
conditions the adjustment of the forward rates to their Interest 
Parities is instantaneous and automatic. This would mean that, 
whenever there is a change in Interest Parities, the mere fact of 
that change would lead to a corresponding adjustment of forward 
rates, just as an alteration in Mint Parities would lead to an in- 
stantaneous and automatic adjustment in spot rates. Doubtless, 
in normal conditions forward rates tend to adjust themselves quickly 
to changes in Interest Parities. Indeed, when such changes are 
expected, forward rates may even anticipate them, by moving 
towards their future Interest Parities. But even in normal condi- 
tions the complete adjustment is very seldom instantaneous. 

The question is, do Interest Parities altect forward rates through 
psychological or mechanical channels ? Does the mere tact that 
the New York bill rate has been raised by 1 per cent, while the 
London bill rate has been left unchanged, induce Foreign Ex- 
change dealers to mark down the forward dollar to a corresponding 
degree, or do forward dollars depreciate because of certain trans- 
actions undertaken by Foreign Exchange dealers in consequence of 
the discrepancy created by the change in the bill rate ? In this 
respect there is considerable difference between stable and unstable 
conditions. In normal conditions the material efl’ect of changes in 
Interest Parities is so quick and so complete that dealers are inclined 
largely to anticipate this material effect. Their experience has 
shown that a change in the Bank rate or some other change leading 
to the alteration of Interest Parities is followed by interest arbitrage 
transactions which cause a corresponding movement in forward 
rates ; hence they are inclined to take it for granted that this must 
always be so, and the forward rates are marked up or down even 
before the discrepancy gives rise to a sufficient volume of actual 
arbitrage transactions to cause a change in the rates. It is because 
of this psychological anticipation of the effect of a change in Interest 
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Parities that the belief has arisen that the adjustment of forward 
rates is necessarily automatic and instantaneous and can take place 
jiractically without any actual transfer of funds. 

In reality the adjustment is far from being so rapid and complete 
as to obviate the necessity or possibility of the transfer of funds 
from one centre to another. Even during a period when forward 
rates tend to remain in the close vicinity of their Interest Parities, 
it requires actual transfers of funds to complete the adjustment. 
This is true to an increasing degree in abnormal conditions, when 
Ibrward rates tend to diverge widely Irom their Interest Parities. 
To a varying but by no means inconsiderable degree, the adjustment 
of forward rates to changing Interest Parities takes place as a result 
of arbitrage transactions undertaken on the basis of the temporary 
discrepancy. 

If this were not the case, the effect produced by Bank rate 
changes upon spot exchange rates and gold movements would be 
much more moderate and less prompt. Were the adjustment of 
forward rates to their new Interest Parities instantaneous, Bank 
rate clianges would i>roduce but little immediate effects. As we 
shall see in later chapters, it is precisely because forward rates 
adjust themselves only slowly to changes in their Interest Parities 
that Bank rate changes may give rise to transfers of funds, and of 
acceptance availments to a sufficient extent to bring about gold 
move inents. 


( 3 ) LTMITKD AMOUNT OF FUNDS USED FOR ARBITRAGE 

If the banks possessed unlimited amounts of funds for the 
purpose of interest arbitrage, and if they always considered foreign 
centres as safe as their own centre, then there could be no last- 
ing discrepancy between Interest Parities and the forward rate. 
No matter how persistent the overvaluation or undervaluation of 
the forward rate as a result of commercial demands or speculative 
operations, it would be offset by arbitrage transactions as soon as it 
reached the limit at which banks considered it worth their while to 
operate. In reality, there can be lasting discrepancies between for- 
ward rates and their Interest Parities, even in normal conditions, 
because the volume of funds available for interest arbitrage is limited. 
The volume of susc;eptible funds — to use the term employed by 
Mr. Hawtrey ^ — may be large, but it has its limits. Even if the banks 
^ The Art of Central Banking y p. 409. 
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have no reason whatsoever to distrust the foreign centre, they are 
not prepared to transfer there more than a small percentage of their 
liquid resources. This percentage is, of course, elastic, and with 
the widening of the margin of profit banks may be inclined to divert 
a larger proportion of their resources from use in the home market 
to employment in interest arbitrage. But if there is a consider- 
able and persistent pressure on the forward rate, the limits may be 
reached long before the discrepancy has been adjusted, and the 
forward rates would thus remain overvalued or undervalued com- 
pared with their Interest Parities. The question of these lasting 
discrepancies will be dealt with in the next chapter. Here we are 
concerned with the relatively moderate and temporary discrepancies 
which exist in what are regarded as normal conditions. 


( 4 ) TRANSFER POINTS 

Discrepancies between forward rates and their Interest Parities 
must reach a certain magnitude before they will induce banks to 
take advantage of them for the purpose of interest arbitrage. A 
profit of per cent or obviously not sufficient to make 

it w^orth while for arbitrageurs to operate. Needless to say, the 
attitude of banks varies widely in this respect. The large British 
and American banks have made it a standing rule not to undertake 
interest arbitrage unless the difference in their favour is at least 
i per cent per annum. vSmaller banks may be inclined to take a 
hand long before the discrepancy has reached that figure. The 
resources of these banks, however, are as a rule limited, and in order 
to be able to operate on a large scale they would have to borrow. 
From this point of view, therefore, they are less favourably placed 
than the big banks. While they are willing to operate on the basis 
of narrower margins, the margins to them for large operations are 
always narrower than they are for the big banks at the same time. 
Thus if the yield on interest arbitrage for big banks using their own 
funds appears to be | per cent per annum, the yield for smaller 
banks which have to borrow for the purpose of interest arbitrage 
may amount to ^ per cent per annum only. Thus even if small 
banks are willing to operate at a lower yield, it does not necessarily 
mean that they can operate at times when the margin is insufficient 
to induce operations by the big banks. 

It may be said, therefore, that discrepancies between Interest 
Parities and forward rates do not cause deliberate transfers through 
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interest arbitrage on a large scale unless and until the profit on the 
operation is at least J per cent per annum. This has been recog- 
nised by Mr. Keynes ^ and by other writers, but is often overlooked 
by those who are not in contact with the market. So long as for- 
ward rates are within ^ per cent per annum on either side of their 
Interest Parities the situation may therefore be considered normal, 
just as the fluctuation of spot rates within their gold points is con- 
sidered normal. It may therefore be said that the rates ^ per cent 
above and I per cent below the Interest Parities constitute the 
“ transfer points ” for interest arbitrage. Needless to say, these 
transfer points arc not nearly so definite as gold points. Even gold 
points arc not fixed figures, but their fluctuations are narrow com- 
pared with those of transfer points, and the latter are not nearly so 
universally effective as gold points. As we have already explained, 
the transfer point depends upon the willingness or unwillingness of 
Foreign Exchange dealers to accept foreign deposits at a high rate, 
and upon many other considerations. 

(5) ACTIVE AND PASSIVE ARBITRAGK 

It is especially necessary to bear in mind that interest arbitrage 
can be undertaken in two ways — by taking deliberate action and 
by abstaining from action. In many instances the margin of profit 
may not be sufficiently tempting to induce the big banks to go out 
of their way to transfer funds to a foreign centre with the Forward 
Exchange covered, but if, as a result of commercial and other trans- 
actions for customers, they find themselves in possession of an 
accumulated amount of balances with the Forward Exchange 
covered, then they may be induced by a margin of less than I per 
cent to abstain from undoing this commitment. Thus, if a London 
bank, having sold forward dollars to British importers, covers the 
sale in the usual way by buying spot dollars, a difference of I per 
cent on dollar deposits might be ample to induce the bank to abstain 
from undoing the deal in the usual way by selling spot against 
forward dollars. The dollars thus acquired are used in interest 
arbitrage even though they were not acquired primarily for that 
purpose. Operations of this kind tend to keep forward rates 
within their transfer points, so that there is less ojiportunity for 
active interest arbitrage operations than there would be otherwise.^ 

A Traci on Monetary Reform, p. 128. 

* Soo W. W. Syrrott, “ Soino Forward Exchange Comments ” in The Ranker, 
December 1930, pp. 219-220. 
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Another factor that tends to keep forward rates between transfer 
jioints is triangular interest arbitrage. A British bank may not 
consider it worth while to go out of its way to transfer funds to New 
York for the sake of a dilference of less than | per cent. An 
American bank may not consider it worth while to engage in active 
arbitrage transactions for less than ^ per cent. On the other hand, 
a French bank may consider it worth while to transfer funds from 
London to New York or vice versa for the sake of | per cent or less. 
When it is not a case of transferring funds from the homo country 
to a foreign country but of transferring from one foreign country 
to another, active arbitrage is apt to take place within transfer 
points. 

((}) SHIFTING OF ACCEITANCE AVAILMENTS 

Yet another method of interest arbitrage which tends to keep 
forward rates within their transfer points is the shifting of accept- 
ance credit availments from one centre to another. Although for 
various reasons this cannot always be done for exajiiple, payment 
in sterling or dollar acceptances may be definitely prescribed by 
contract — in many cases merchants have no reason to object if 
their bankers decide to use dollar acceptances instead of sterling 
or vice versa. This form of indirect interest arbitrage was under- 
taken on an extensive scale by German banks prior to 1031.^ If, 
as a result of a discrepancy between forward rates and their Interest 
Parities, it became more profitable to use dollar acceptances than 
sterling, then German banks increased their availments in New 
York and reduced them in I^ondon ; and, since acce[)tance (credits 
are usually covered by Forward Exchange operations, this involved 
an increased buying pressure on forward dollars and a lessening of 
the buying pressure on forward sterling, with the result that the 
sterling-dollar forward rate tended to readjust itself to its Interest 
Parity. 

The role played by such shifting of acceptance credits in in- 
fluencing forward rates is not ade({uately apjireciated by most 
writers on the subject.*^ They are usually inclined to assume that 

' R. Reorenson, “ Dovison-Svvap ”, urtiflo in IJatifhvdrlerbuch des liankivesenfi 
(Berlin, 1933), p. 150. J'^ven if payment is definitely fixed in sterlinjj; there is 
nothing to prevent the Gorman bank from g(;tting its customer to havti bills drawn 
against dollar acceptance credits and converting the proceeds into sterling on 
maturity, provided that the sterling-dollar exchange is covered in advance. 

* Mr. Ffawtrey, dealing wifli this point in The Art of Central Hanking (p. 421), 
seems to be under tlie impression that the covering of the oxcihango risk till accej.d- 
ance credits during periods of exchange fluctuations t( 3 nds to result in an excessive 
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the adjustment of forward rates to Interest Parities takes place 
exclusively by means of transfers of deposits, though in reality 
borrowing operations also play a certain part. The only kind of 
borrowing which is popularly recognised as a factor in the Forward 
Exchange market is the use of overdraft facilities on 7iostro accounts. 
Such borrowing, however, is resorted to only in comparatively 
abnormal conditions, when the discrepancy between the forward 
rates and their Interest Parities is sufficiently wide to make it worth 
while to pay the high cost of overdrafts, but when conditions are 
not sufficiently abnormal to induce the authorities concerned to 
place an embargo on the granting of overdrafts to foreign borrowers. 

(7) LOAN POINTS 

In a sense, the rate at which it becomes worth while to overdraw 
nostro accounts constitutes the extreme limit of normal or com- 
paratively normal discrepancies betAveen forward rates and their 
Interest Parities. These rates can be called the “ loan points 
to indicate the difference between them and “ transfer points 
When the forward rate reaches its transfer point it becomes profit- 
able for banks to lend in the foreign market. If they do not lend 
by means of transferring balances on a sufficiently large scale to 
readjust the forward rate, or at least to prevent a widening of the 
discrepancy, the discre])ancy may widen until it becomes profitable 
for foreign bankers to take the initiative and borrow in the foreign 
market, if they have acceptance credit facilities they make use 
of them in preference of overdrawing their accounts, because the 
cost of acceptancic credits is usually appreciably lower than that of 
overdrafts. It is only if no acceptance credits are obtainable, or 
if the lines available are exhausted, that the banks resort to over- 
drawing their nostro accounts. Provided that they possess adequate 
overdraft facilities, they will be able to borrow a sufficient amount 
to prevent a further widening of the discrepancjy. If, however, their 
borrowing facilities are limited, or if the pressure on the forward 
rate is too persistent, then the discreiiancy might widen even beyond 
the loan point. 

one-sidod buying pressuro on tho Forward Exchange of tho accoptanco contro. 
Ho beliovos that “ t)w Forward Exohango market would bo quite incapable of 
absorbing ono-sided transactions of sucli magnitude ”. In reality, forward sterling 
has exporioncod no such ono-siiled buying pressure since 1931, nor was tliero any 
such difficulty before 1925, although tlie volume of acceptance credits covered against 
the exchange risk was larger. 
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Between centres with adequate money markets, the loan 
points play but a subordinate part, for in normal conditions the 
volume of funds transferred by lenders on their own initiative is 
usually sufficient to check the widening of discrepancies. For the 
forward rates of countries with no adequate money markets, 
however, the loan points are much more likely than transfer 
points to become the normal limits of discrepancies. The transfer 
of funds for interest arbitrage to and from such countries is by no 
means free and easy. In the absence of adequate facilities for 
short-term investment, foreign banks may not be keen to employ 
their resources in the country, even though there may appear to 
be a margin of profit. Conversely, the banks of the countries con- 
cerned may not be able to employ a sufficiently large amount of 
funds in interest arbitrage with foreign centres. Thus a prenxium 
on the currency in question -which very seldom arises — fails to 
attract foreign balances until it is wide enough to make it worth 
while for the banks of the weak countries to raise credits from the 
strong countries for use in interest arbitrage. If they have accept- 
ance credit facilities in the strong countries, they make use of these 
for the purpose, otherwise they seek to obtain overdrafts at a 
higher cost. 

If the Forward Exchanges of the weak countries are at a dis- 
count, this in itself does not necessarily induce the local banks to 
transfer funds to the strong centres. The discount may thus be 
allowed to widen until it reaches the level at which it becomes 
profitable for the banks of the strong centres to borrow money in 
the weaker centres and use it for interest arbitrage. Since accept- 
ance credit facilities are seldom available in the weaker centres, 
the borrowing assumes the form of overdrafts and is usually a 
costly- operation. Thus the loan points of the forward rates are 
rather wide. The discount on the Canadian exchange before 1931, 
for example, remained for long periods in the vicinity of its borrow- 
ing point. It was quoted persistently at rates at which it was just 
profitable to sell Canadian dollars for forward delivery rather than 
to overdraw accounts with the Canadian banks and sell spot 
exchange. Since the interest obtained on overdrafts by Canadian 
Banks was much higher than the interest they would have obtained 
had they themselves transferred theii’ balances to foreign centres, 
it was profitable for them to wait for the foreign banks to take the 
initiative. 
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(8) ADJUSTMENT THKOUGIT TRANSFERS 

As we mentioned in the previous chapter, changes in the Interest 
Parities may produce an effect upon forward rates even during 
jieriods when there are lasting discrepancies between them and 
their Interest Parities. There is thus a definite tendency for 
forward rates to adjust themselves to their Interest Parities even 
in really abnormal conditions when powerful factors work against 
complete adjustment. Conversely, in normal conditions adjust- 
ment may be hampered by the normal working of the gold standard, 
since the forward rates do not go beyond gold points so long as the 
stability of the currency concerned is trusted. Apart from this, 
adjustment in normal conditions usually takes place quickly and 
is fairly complete. The discrepancy caused by a change in Interest 
Parities may (lisapj)ear in a few hours, or even in a few minutes. 
For instance, in the pre-1931 days, when the result of Friday’s 
Treasury bill tenders from London brought about a change in the 
discount rate, arbitrageurs set themselves to work and the forward 
rates usually adjusted themselves to the fractional change within 
an hour at the utmost. Even in such cases the adjustment is 
preceded by a certain amount of transfer of funds. It is largely 
for this reason that changes in the Bank rate, or in Interest Parities 
in general, usually affect spot rates as well as forward rates. If 
the effect of this cjhange upon forward rates were instantaneous and 
psychological, there would be no reason for any change in the spot 
rates. It is because the adjustment does not as a rule take place 
without a certain amount of arbitrage that s})ot rates are affected 
at the same time as forward rates. And it is because the spot rate 
is also affected that ijiterest arbitrage gives rise to gold movements. 
I propose to return to this important aspect of Forward Exchange 
in Chapters XXI and XXV. 

We have thus seen that there is a strong tendency towards the 
adjustment of forward rates to their Interest Parities, both in 
normal and in abnormal conditions. It is true that very often this 
tendency is counteracted, and more than counteracted, by con- 
flicting tendencies. This, however, does not mean that the tend- 
ency does not exist. The only conditions in which it ceases to 
exist are those in which Forward Exchange operations are made 
entirely impossible and Forward Exchange as such ceases to exist. 
Ko long as Forward Exchange business is transacted, the rate tends 
to be influenced by Interest Parities. 


N 
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(1) CAUSES OE ITNUERVALIJATION OR OVERVALUATION 
OF FOKWARD RATES 

No doubt in an ideal world such as is usually in the minds of ortho- 
dox economists, forward rates would always adjust themselves 
promptly to their Interest Parities. Discrepancies occurring even 
in such a world would be essentially temporary and of little 
theoretical or practical significance. In reality, however, things 
do not work nearly so smoothly. For a variety of reasons, there 
can be substantial and lasting discrepamaes of great practi(^al 
significance which cannot be ignored by theoretical economists. 
In describing the forward market as it works in normal conditions, 
Mr. Keynes indicated some of the causes of abnormal discrepancies.^ 
The main cause of discrepancies is, according to him, the absence 
of adequate funds available for interest arbitrage. It is to the 
credit of Mr. Hawtrey that he has pointed out that this factor may 
operate also in so-called normal conditions. ^ 

The discrepancy may take the form of undervaluation or over- 
valuation of forward rates compared with their Interest Parities. 
The main causes of undervaluation or overvaluation may be 
summarised as follows : 

1. Discrepancies between commercial supply and demand in 
the Forward Exchange market. 

2. One-sided tendency of hedging operations. 

3. One-sided speculative operations. 

4. Absence of readjusting arbitrage operations, owing to : 
(a) distrust in the banks in the countries concerned ; (b) dis- 
trust in the political stability of the countries concerned ; 
(c) fears of coming exchange restrictions in the countries 
concerned ; (d) inadequate funds available for that purpose. 

^ Seo CJiapter XVJT, p. Ii31. 

* The Art of Central Banking^ p. 407 et aeq. 
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( 2 ) ONE-SIDED BUYING OR SELLING 

A discrepancy between commercial buying and selling in the 
Forward Exchange market may develop for a variety of reasons. 
The most obvious cause is an import or export surplus, but, apart 
from this, from time to time importers consider it more essential 
to cover against the exchange risk than do exporters, or vice 
versa. The discrepancy between the buying and selling of Forward 
Exchange in connection with hedging operations may also be due 
either to the one-sidedness of tlie commitments against which it is 
considered necessary to cover the exchange risic or to the view taken 
by owners of property abroad. From time to time speculative 
operations tend to assume an essentially one-sided character. 
While at times speculators very obligingly fill the gaps between 
supply and demand caused by the one-sidedness of commercial and 
hedging operations, on other occasions their operations tend to 
emphasise and magnify the discrepancy between supply and 
demand at the existing rates. Whenever there appears to be an 
obvious reason for expecting an exchange movement, then com- 
mercial, hedging, and speculative operations all tend to become 
one-sided. We shall see in a later chapter that such tendencies 
are often, though by no means always, due to the undervaluation 
or overvaluation of the spot exchanges concerned compared with 
their Purchasing Power Parities. 

This one-sidedness of commercial hedging and speculative opera- 
tions tends to be (ihecked, and may even bo reversed, when it has 
resulted in an excessive movement in the forward rates. When the 
discount on a Forward Exchange attains a certain magnitude, 
speculative and commercial hedging or selling becomes too costly, 
and the movement may come to a standstill. The reaction upon 
the volume of commercial hedging and speculative operations 
caused by the excessive movement, however, does not in itself 
provoke a readjustment. It only prevents the movement from 
continuing indefinitely. It is the task of arbitrageurs to bring 
about a readjustment by taking advantage of the profit to be made 
from the discaepancy. Given an unlimited volume of arbitrage 
operations, no one-sided pressure, however strong or persistent, 
could produce more than purely temporary discrepancies. The 
reason wliy discrepancies are apt to be both substantial and 
persistent is precisely because the volume of arbitrage operations is 
not unlimited. 
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(8) PROFESSIONAL V. NON-PROFESSIONAL ARBITRAGE 

We have summarised under heading (4) in our list of the causes 
of discrepancies the reasons why arbitrage operations are not 
unlimited. It is either because, for financial or political reasons, 
the banks do not dare to commit themselves in such operations, or 
because the funds available for interest arbitrage are limited. If 
the banks or the Government of the country whose Forward 
Exchange is overvalued compared with its Interest l^arities do 
not enjoy the confidence of the banks of the country whose 
Forward Exchange is undervalued, or if exchange restrictions seem 
imminent, then even the most tempting profits on interest arbitrage 
fail to bring about the transactions necessary to readjust the dis- 
crepancies. But even if no such fears are entertained, the amount 
banks are willing to engage in such transactions with any par- 
ticular country is necessarily limited. This does not, of course, 
mean that the limit is rigid. When the margin of profit widens, 
banks may be tempted to increase the resources which they employ 
in interest arbitrage with that particular country. 

Nor are banks alone interested in sikjIi transactions. In Great 
Britain and the United States only the largest firms, such as 
insurance companies or industrial combines with world-wide ramifi- 
cations, have realised the profit that can be made on such trans- 
actions without running any speculative exchange risk.^ On the 
continent, however, the jiublic is much more “ swap-conscious ” 
than it is in the Anglo-Saxon countries. Firms of every description, 
and even private individuals, do not hesitate to use their liquid 
funds for the purpose of interest arbitrage. As Mr. Ilawtrey points 
out when describing the [irocess in The Art of Central Banking,'^ 
even allowing for the possibility that the public may take a hand in 
swap transactions, the volume of susce[)tible balances is by no 
means unlimited. It is hardly worth while to operate with small 
balances, as the profits would be eaten up by commissions and the 
turns of foreign exchange dealing. Even among owners of big 
balances, only those who know for certain that they will not want 
their funds during the period concerned can afford to })lace them 
abroad. 

^ In tho Anglo-Aniorifiiin litcmtiiro on Foreign Exchange, Mr. Ralph Curtis 
is probaV^ly aloiit? in pointing out to tho lay reader (Curtis and Winliain, Frenh Fields 
Jor Investment, London, 103/5, (Jhaptor IV : “ Foreign lOxehango Swaps ”, by R. 
Curtis, pp. 98-99) tlio risk-free investment possibilities provided by swap operations. 

2 P. 408. 
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Bankers using their funds in interest arbitrage on a large scale 
may have to curtail their other advances, which might be detri- 
mental to their relations with permanent clients. Needless to say, 
occasionally the profit on arbitrage transactions might be high 
enough to make it worth the l)anks’ while to jeopardise their future 
business with some of their less valuable customers, but considera- 
tions of liquidity, and the necicssity of avoiding wholesale cutting of 
credits, put a natural limit to the extent to which banks can 
operate. It is true that those of their customers who have ample 
liquid resources may operate on a large scale, but, as Mr. Hawtrey 
points out,^ when depositors transfer funds abroad the bankers lose 
the deposits, have to effect a corresponding contraction of their 
assets, and can employ only a smaller part of their own funds in 
interest arbitrage. 

( 4 ) BORROWIis'G FOR ARBITRAGE 

We have seen in the last chapter that interest arbitrage can be 
undertaken cither on the initiative of the country Avhose Forward 
Exchange is undervalued or on the initiative of the country whose 
Forward Exchange is overvalued. The latter can take advantage 
of the dis(;repancy between forward rates and Interest Parities by 
borrowing in the countries whose Forward Exchange is at a discount. 
The volume of funds available for arbitrage therefore consists of 
the ‘‘ .-usceptiblc ” balances of banks and their customers in the 
country whose Forw^ard Exchange is at a discount, and of the 
amount wdiich can be borrowed by foreign banks in that country. 
Needless to say, foreign borrowing is calculated to reduce the 
volume of funds available for arbitrage by nationals of the country.- 
When swap operations become exceptionally profitable, these 
borrowing lacilities, whether in the form of acceptance credits or 
overdrafts, are usually curtailed, if not stopped altogether. Alter- 
natively, the interest charged thereon will be raised until it is high 
enough to compensate the banks in question for relinquishing the 
use of resources which they themselves might otherwise employ 
in interest arbitrage. Thus, even allowing for foreign borrowing 

^ Op, cit. p. 40S. 

® It is uocessary to boiir in mind tliat ihrongliout this book thc^ moaning of an 
incroaso or rodiiction of funds or deposits is a net gain or loss for the whole centre 
through golil inovonu^nts or Exchange Equalisation Account operations. Enless 
arbitrage leads to goUl nu)\'cmonts or l^xchango E(jualisation Account operations, 
the funds or deposits inon^ly change ownershi]), and the total available for now 
arbitrage remains unchanged. 
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facilities, the extent to which it is possible to carry on interest arbi- 
trage has its limits. 

The authorities of the country whose exchange is subject to 
adverse pressure and whose Forward Exchange is at a discount 
often take steps to reduce the limit of the funds available for interest 
arbitrage. They do so in order to reduce the pressure on the spot 
exchange, with which tliey are primarily concerned. Thus banks 
are discouraged from granting credits to foreign borrowers, and 
the volume of internal credit is reduced. But even in the absence 
of such intervention, tlie volume of resources available for interest 
arbitrage is often not sufficient to bring about a complete readjust- 
ment of forward rates to their interest Parities when there is a 
lasting one-sided pressure. 


(5) NORMAL AND ABNORMAL DJS(UiKPANCI KS 

Thus, whether through the unw illingness of arbitrageurs to take 
advantage of the discrepancies or through their inability to do so, 
it is j)Ossible for discrepancies to remain so long as the one-sided 
pressure on the Forward Exchange continues, unless, of course, the 
readjustment takes place through the changes of the Interest 
Parities themselves. Such lasting discrepancies can exist even in 
normal conditions within the limits of the transfer points, or in 
comparatively normal conditions within the limits of the borrowing 
points. Persistent discrepancies can exist in normal conditions 
under the gold standard, wiien the spot rate is subject to buying 
or selling pressure and appreciates or depreciates to the close 
vicinity of its gold points. If the spot rate is at gold export point 
and if the Interest Parities justify a discount on the Forward 
Exchange, then the forw^ard rate tends to become overvalued, 
because the existence of the gold point prevents it from adjusting 
itself to its Interest Parities. Should the exchange be at gold 
import point, and should the Interest Parities justify a premium 
on the Forward Exchange, then the forward rate tends to be under- 
valued, for there can be no adjustment to its Interest Parities. 
Such overvaluation or undervaluation of the forward rate neces- 
sarily provokes arbitrage transactions which allect both spot and 
forward rates, tending to bring about a readjustment. If, however, 
the one-sided ynessure on the spot exchange is persistent, or if the 
funds available for interest arbitrage have been exhausted, then 
the discrepancy continues. 
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Most writers on Forward Exchange have recognised the possi- 
bility of discrepancies, though many of them are inclined to regard 
them as purely passing phenomena ; but even those who realise 
that discrepancies can be both substantial and lasting do not ade- 
quately appreciate their immense significance from the point of 
view of the theory of Forward Exchange. It is one of the main 
tasks of this book to draw attention to the significance of dis- 
crepancies, especially from the point of view of their cflect upon 
interest rates, and from the point of view of the working of Bank 
rate changes and of the gold standard in general. It is largely 
because of the possibility of discrepancies that a high Bank rate is 
capable of attracting gold long before it has affected commodity 
prices and the trade balance. We propose to show in the next 
chapter that the popular belief, that interest rate changes are alwaj' s 
the cause and never the result of forward rate changes, is wholly 
mistaken, and that relations between interest rates and forward 
rates are to a very large extent reciprocal. 



CHAPTER XXI 


THE THEORY OF RECIPROCITY 

(I) A CLASSICAL MTSCONCEPTTON 

We have now arrived at what I consider the most important part 
in tlie theory of Forward Exchange. I shall endeavour to j^rove 
in this chapter that forward rates constitute a very prominent 
influence upon the level of interest rates in both normal and 
abnormal conditions. The acceptance of this thesis is highly im- 
portant from both a theoretical and a practical point of view. In 
the sphere of theory it should lead to the reconsideration not only 
of the theory of Forward FJxchange and that of Foreign Exchange 
in general, but also of the existing theories of interest rates, of inter- 
national transfers, and of gold movements. Tn the field of practical 
monetary policy it should induce monetary authorities to reconsider 
their “ neutral ” attitude towards Forward Exchange, and to adopt 
a policy of active intervention in order to increase the efliciency of 
their discount rate polic3^ 

Consciously or unconsciously, the classical theory that forward 
rates are determined by their Interest Parities is based upon the 
philosophical conception that in the international money market, 
as in the economic field and in Nature itself, there is a tendency 
toward automatic compensation. TJie Forward Exchange system 
is regarded as the medium through which this tendency works to 
l)ridgo the gaps between interest rates in various countries. As, 
owing to tlie difleronce in the degree of risk and the changing rela- 
tion between demand for capital and its supply in various markets, 
interest rates cannot ever be the same everywhere, the development 
of Forward Exchange is supposed to have provided the means by 
which the gaps between internal levels of interest rates are auto- 
matically filled. According to this theory, temporary deviations 
apart, short-term interest rates arc supj)osed to be practically 
identical at any given moment in all leading centres, if we allow 
for the premium or discount on the Forward Exchange. Thanks 
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to the tendency of forward rates to adjust themselves to their 
Interest Parities, there is thus believed to be a “ solidarity ” between 
money markets in spite of the difference between conditions pre- 
vailing in them. 

This conception is so neat that it is almost a pity that it does 
not correspond to reality. While it is true that in certain circum- 
stances the Forward Exchange machinery plays the part of the 
supreme equaliser, in other circumstances it tends to disturb the 
“ solidarity ” of money markets, and to break up the international 
level of interest rates, by widening the gaps between them, instead 
of neatly compensating them in accordance with the classical 
principles. The conception of perfect compensation is based on 
two erroneous assumptions : (a) that the adjustment between 
forward rates and their Interest Parities is always complete and 
practically instantaneous ; and (6) that forward rates are always 
the passive factor in the process of adjustment to the Interest 
Parities. It is widely assumed that while forward rates arc in- 
fluenced by Interest Parities the converse can never be true. 

We have already seen in Chapters XIX and XX that there 
can bo lasting discrepancies between forward rates and their 
Interest Parities. We need not therefore go again into tlie examina- 
tion of this cause of flaws in the solidarity of the international level 
of interest rates. Our present task is to disprove the second 
erroTU'ous conception, which is much more prevalent than the first, 
namely, that the adjustment takes place solely through the effect 
of interest rates on forward rates. 

( 2 ) EFFKCT OF FORWARD RATES O.V INTEREST RATES 
IN NORJVIAL CONDITIONS 

As we have seen in Chapter XIX, the adjustment of forward 
rates to their Interest Parities takes place largely as a result of 
arbitrage operations undertaken wlienever the existence of dis- 
crepancies makes such operations appear profitable. Although 
to some extent a mere change in the Interest Parities, or even 
anticipation of such a change, tends to provoke automatic readjust- 
ment, as a general rule arbitrageurs have to operate between the two 
centres before the readjustment becomes complete. This means that 
in so far as these transfers lead to gold movements or Exchange 
Equalisation Account operations the centre whose Forward Ex- 
change is undervalued compared with its Interest Parities loses 
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funds, while the centre whose Forward PJxchange is overvalued 
compared with its Interest Parities gains funds. ^ This again means 
that the cretiit resources of the losing money market tend to con- 
tract and those of the gaining money market tend to expand. 
Sliould the movement assume a sufficient magnitude, and should it 
not be neutralised ” by the authorities through the manipulation 
of the volume of credit, it will lead to a rise in interest rates in the 
losing centre and to a fall in interest rates in the gaining centre. 
The result is an adjustment of Interest Parities to the forward rates. 

Forward rates can produce such ellects on interest rates to some 
extent even if the transfers brought about by their discrepancies 
from their Interest Parities do not lead to gold movements or 
Exchange Equalisation Account operations. While in that case 
the total monetary resources of the markets concerned remain 
unaffected by the transfers, the redistribution of these resources 
may produce some fall in interest rates in the gaining centre and 

^ A detailed discussion of the question of tlie effect of Excliange Equalisation 
Account operations on the volume of funds and on the interest rates in the centre 
concerned is outside the scope of this book. Acconlin^ to one conception, sin(‘o 
the Exchange Equalisation Account reborrows from the market, through the issue 
of Treasury bills, the equivalent of the net increase of foreign deposits, tlie tt)tal 
resources of the market remain unchanged. Tliero is another conception according 
to which tlie effect of an influx of funds tlirougli Exchange E(jualisation Account 
operations is fighter money and a tendency towards higher int<'rest rates, while the 
effect of an efflux is easier monfjy and a tend(*ncy towards h)wer interest rates. .In 
my opinion, however, Ex(?!iang(' Eipialisation Account operations are apt to affect 
money market conditions in the same way as Central Uank operations, though to a 
less degree. Even in London, w’hero the influx or efflux of foreign balances through 
Exchange Equalisation Account operations is promptly “ neutralis<‘d ” by the 
increase or reduction in the volume of Treasury bills, there is usually a tim(> lag 
during which there is an expansion of credit resoiir<'(\s. In other centres the process 
of “ neutralisation ” is usually not so complete as in London. In Paris, for exampk’, 
where tho absorbing (rapacity of tho market for Treasury bills is limited, every 
additional gold purcliase by tho Fonds de Stabilisation would k'ad to a more or l(‘ss 
corresponding credit expansion. In Kf)llaiid tho authorities “ neutralised ” only 
part of tho plethora of credit caused by Excliango Equalisation Account operations. 
In the United States, until the (md of tho influx of gold through Exchange 

Equalisation Account operations was allowed to producer its full effect, but in 
December 1936 the British rnotliod of “ neutralisation ” was adopted. 

Moreover, even if the eth.'ct of Exchange Ecpiali.sation Account operations on tho 
volume of credit is fully “ neutralised ”, this docs not mean tliat they do not affect 
bill rates. If tlie increa.S(3 of foreign balances precedes the increase of Tn^asury 
bills, then tho buyers’ initiative tends to low'or bill rates, and tho additional bills 
arc easily abHorb(;d by a receipt! vo market, without nc'cesaarily restoring tlu; rates 
to their old level. In addition, Exchange Ecjuali.sation Account operations affect 
bill rates also through their yisychological influence. The lividenco of heavy and 
pensistent losses of gold through Exchange Erpialisation Account operations is 
likely to cause bill rates to rise, wliiki the evidence of a heavy and persistent influx 
tends to lower interest rates, even in the absence of any change in the supply of bills 
or in the volume of funds. 
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some rise in the losing centre. This factor operates through both 
psychological and technical channels, but its actual influence on 
interest rates is usually negligible. It is only when transfers 
brought about by the undervaluation and overvaluation of forward 
rates lead to an actual change in the total volume of credit resources 
of the markets concerned that they are apt to become an important 
factor. The question is therefore whether the international trans- 
fers brought about by this factor can be sufficiently large to lead to 
gold movements or Exchange Equalisation Account operations.^ 

( 3 ) A INTElllMiKTATION OF GOLD MOVKMKMTS 

It is a commonplace of text-books of Foreign Exchange that a rise 
in the Bank rate leads to the transfer of gold to the centre concerned. 
Tn reality more often than not it is not the rise in the Bank rate in 
itself but the discrepancy between forward rates and their changed 
interest Parities that leads to the transfer of funds responsible for 
the gold movements. In so far as the funds transferred are not 
covered against the exchange risk, the higher Bank rate is in itself 
responsible for the gold shipments. Tn so far, however, as the funds 
engaged in interest arbitrage are covered, the Bank rate change in 
itself would not be able to cause gold shipments, but for the fact 
that forward rates failed to respond automatically and instantane- 
ously to the change in their Interest Parities. The extent to which 
forward rates can inlluence gold movements therefore depends 
largely on the extent to which funds engaged in interest arbiteige 
are covered. 

From this point of view it is important to bear in mind that if 
the spot exchange of the country w^hich raises its Bank rate appre- 
ciates to gold import ])oint, foreign arbitrageurs do not consider it 
advisable to leave the exchange risk uncovered unless the dis- 
crepancy between interest rates is sullicient to compensate them for 
their ])ossible loss on the exchange. The appreciation of the spot 
exchange to the vicinity of gold import point would therefore bring 
transfers through interest arbitrage to an end in most instances, 
were it not for the possibility of making a profit on covered 
interest arbitrage. It is largely because forward rates do not 
instantaneously adjust themselves to the change in their Interest 

^ Tho offoct of swap tninsactions on tho spot rato and. thronp:h itseffoct on tlio 
spot rato, on gold inovomonts, will bo disoussod in Chapter XXV, dealing witli tho 
relation botw(H*n spot and forward rates. 
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Parities, even in strictly normal conditions, that the transfer of 
funds through interest arbitrage continues even if the spot rate has 
reached gold import point. Thus on such occasions it is the 
behaviour of the forward rates that is directly responsible for 
the additional transfers which force the spot rate actually to gold 
import point, thereby leading to gold movements, and for the 
changes in interest rates brought about by such gold movements. 
The forward rate factor thus forms a very important part of the 
normal working of the gold standard. It is all the more remark- 
able that, even though the system of the gold standard has been 
subjected to the most minute scrutiny by innumerable theoretical 
and technical experts, the essential role forward rates play in gold 
movements has not so far been ascertained.^ 


(4) FORWARD RATES AND ACCEPTANCE CREDIT RKPAYMENTS 

The behaviour of forward rates is capable of influencing gold 
movements, and therefore interest rates, not only through its effect 
on the transfer of funds through covered interest arbitrage but also 
through its effect iijion the amount of acceptance availments, and 
upon the relative amount of bills placed in the acceptance centre or 
in other lending centres. If the forward rate of an acceptance 
centre fails to adjust itself to its new Interest Parities after an 
increase of the Bank rate, the higher discount rate may lead foreign 
borrowers to abstain from drawing on that centre, or to avoid 
discounting there bills actually drawn. In drawing bills upon, or 
giving them ‘‘ in j^ension in, a centre where money rates are 
lower, borrowers benefit by the difference of interest rates, and this 
benefit will not be fully offset by the less fiivourable terms of cover- 
ing the exchange risk. In such circumstances there will be a buy- 
ing pressure on the spot exchange of the centre which raised its 

' Tliis critif;isni applies to ino as much as to otliors who havo ^ono into fho 
technique of the gold standard. I must confess that in my examination of the 
causes of gold movements in my book, International (told M ovewrnln^ an<l in various 
articles on that subjf'ct, I completely overlooked the part playerl by forward 
rates exet^pt in so far as they are a]>t to affect gold fKiints. This whole (luostion of 
the way in which the behaviour of forward rates temls to influence the effect of 
Bank rate clianges will be discussed in greater detail in Chapter XXVI 1. 

^ To give bills “ in pension ” is tlio practice, comparatively little known in 
London but popular in continental centre.s, of borrowing on the st^ciirity of foreign 
bills as an alternative to selling them. Its advantage is that borrow'(;rs (ran b<aie(it 
by the lower interest rates prevailing in the foreign centre, wdiilo if they sold tlie 
bills the discount rate would bo reckoned on the basis of the higli Bank rate of the 
centre upon wliich the bills are drawn. 
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Bank rate, leading conceivably to an influx of gold. Once, however, 
the forward rate has adjusted itself to its new Interest Parities, 
there is no longer any specific reason to refrain from drawing bills 
upon the centre concerned, or from discounting there the bills 
drawn. For the additional cost through the higher discount rate 
is then fully offset by the wider discount or narrower premium 
on the forward exchange of the centre which raised its Bank rate. 

Admittedly this factor operates only when the acceptances are 
covered. In general they are covered whenever the forward 
exchange of the acceptance centre is at a discount, but they are 
often covered also when the forward exchange is at a premium, so 
long as the spot exchange does not appreciate to the vicinity of gold 
import point. Once it has approached gold import point there is no 
longer any inducement to debtors to cover the exchange risk at the 
cost of a premium on the forward exchange. The process of repay- 
ment of credits caused by the delay in the adjustment of forward 
rates to their new Interest Parities may thus come to an end even 
before the spot rate has reached gold import point. Nevertheless, 
even in such instances the behaviour of forward rates is indirectly 
responsible for subsequent gold movements, in that the repayment 
of credits thus caused tends to hasten the appreciation of the spot 
rates to gold import point. 

AVhen conditions under the gold standard become slightly ab- 
normal then tlu^ effect of forward rates on gold movements becomes 
even more evident. One-sided speculative pressure on the forward 
rate is aj)t to develop even under the gold standard, leading to large 
transfers of funds and large shipments of gold. In such instances 
the extent to which interest rates in the gaining and losing centres 
are affected is apt to be far from negligible. Admittedly, as 1 
remarked above, this presupposes the absence of the official manipu- 
lation of the volume of credit with the object of neutralising the 
effect of gold movements. Such neutralising policy has, however, 
its limits, especially in the losing centre. 


( 5 ) EFFECT OF FOHVVAUO RATES ON DEPOSIT RATES 
AND BILL RATES 

The actual pro(;ess through which forward rates may affect 
interest rates even in normal conditions is so obvious that it is 
amazing that it has escaped the attention of theoretical and practical 
writers on the subject. Every banker knows that if, in consequence 
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of the overvaluation of forward sterling, foreign deposits are offered 
in London on a large scale, the London bankers will tend to cpiote 
lower special rates on such deposits. If, on the other hand, as a 
result of the undervaluation of forward sterling, foreign deposits are 
withdrawn, the London banks are inclined to increase the special 
deposit rates which they are prepared to allow to foreign banks. 
Admittedly these special deposit rates have in normal conditions 
very little to do with the general level of internal interest rates in 
the countries concerned, but there are other at least equally obvious 
w ays in which the overvaluation or undervaluation of forward rates 
reacts upon the internal level of interest rates. Its effect u])on bill 
rates is j)articularly evident. If forward sterling is overvalued, it 
tends to increase tendering for and ])urchaso of bills in London on 
foreign account, and bill rates will tend to fall. If foiwvard sterling 
is undervalued, it tends to check foreign demand for bills through 
tendering and buying, and existing foreign holdings arc sold or are 
allowed to run out. The result is a rise in the London bill rate. 
Even if these transactions do not lead to gold movements and the 
total of funds available for the ijurchase of bills in London remains 
unchanged, bill rates may be affected to some extent through the 
redistribution of holdings and through the effect of foreign buying 
or selling initiative, w^hich is apt to be more ])ressing than the normal 
local factors. 

What is more important, the supply of bills in London is apt to 
be influenced by the behaviour of foiwvard rates even in the absence 
of gold movements. W'e have seen above that the overvaluation 
or undervaluation of forw ai’d rates influences the volume of accept- 
ances drawn upon, or discounted in, an accc])tance centre. Even 
if the pressure on sterling thus caused is not sufficiently strong to 
give rise to gold movements, the undervaluation of forw ard sterling 
is apt to cause an increased offering of bills in London, which again 
will tend to raise the discount rate in the London market and will 
tend to readjust the Interest Parities to forward rates. If forward 
sterling becomes overvalued, then many foreign borrowers switch 
over from sterling credits to dollar credits owing to the increased 
cost of covering. For the same reason, many sterling bills will not 
be discounted on the ].iondon market. As a result the fall in the 
supply of bills will tend to lower the bill rate and thus to adjust 
Interest Parities to forw ard rates. Of course, if the changes in the 
volume of foreign borrowing in London are substantial enough to 
give rise to gold movements, then it is not only the supply of bills 
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that is affected by the behaviour of forward rates, but also tlie 
demand for bills. In that case the extent to which forward rates 
are apt to influence interest rates is even more pronounced. But it 
is important to realise that forward rates tend to influence interest 
rates even in the absence of gold movements. 


(6) Kia<^ECT OF FORWARD RATES OX INTEREST RATES 
IN ARNORMAL CONDITIONS 

Possibly in normal conditions the extent to which internal 
interest rates are affected by forward rates is most of the time barely 
perceptible. In abnormal conditions, however, forward rates are 
apt to become a very important factor in determining internal 
interest rates. As we have seen already in Chapter XX, there can 
be lasting and substantial discrepancies between Interest Parities 
and forward rates, owing to the unwillingness or inability of holders 
of lic^uid funds to take advantage of the profit on such discrepancies 
to a sufficiently large extent to restore equilibrium. In certain 
circumstances these discrepancies can reach spectacular dimensions. 
If moderate and passing discrepancies tend to affect interest rates 
to a slight extent, wide and lasting discrepancies are apt to affect 
them markedly. The less readily forward rates adjust themselves 
to their Interest Parities, the more they are apt to influence interest 
rates. The following are the ways in whi(?li the possibility of earning 
a high j'ield on funds employed in swap transactions tends to affect 
interest rates in the country wfliose Forward Exchange is at a 
discount : 

1. If the country is on the gold standard, the pressure on 
the spot rate caused by interest arbitrage will lead to an 
outflow of gold, tending to contract the volume of credit. 
If it is not on a gold basis but operates an Exchange Equalisa- 
tion Account, a similar result is apt to be brought about, 
though not nearly to such a pronounced extent, by the 
latter’s support of the spot rate. 

2. If banks can earn, say, 10 per cent by employing their 
funds in interest arbitrage, they naturally become increasingly 
reluctant to accept a much lower yield on their domestic 
short-term investments. 

3. In a country where the public is aware of the profit possi- 
bilities of swap operations, many depositors may be able to 
obtain special rates on their deposits so as to compensate 
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tliem for forgoing the exceptional profit on interest arbitrage. 
Thus deposit rates tend to rise simultaneously with loan rates. 
Even so, the possibility of earning large profits on interest 
arbitrage tends to reduce the volume of deposits, by giving 
rise to a gold outflow or Exchange Equalisation Account 
operations, and thus to raise interest rates. 

4. As I pointed out in the last chapter, in order to counteract 
the pressure on the spot exchange caused by transfers for 
interest arbitrage, the authorities of the countries concerned 
are usually inclined to restrict credit so as to reduce the 
volume of resources available for interest arbitrage. To that 
end, the Bank rate is usually raised. Admittedly, one of the 
objects of the increase of the Bank rate is to discourage 
speculative selling and the flight of capital, but to a large 
degree it also serves the purpose of discouraging transfers 
through interest arbitrage. 

5. When dealing with Bank rate parities in Chapter XVII I, I 
pointed out that, when the yield on covered interest arbitrage 
exceeds the Bank rate, banks in countries where liquid re- 
sources are scarce may be inclined to rediscount their port- 
folio witli the Central Bank in order to employ in interest 
arbitrage the amounts thus raised. It is to the interest of 
the authorities to discourage tins practice by raising the 
Bank rate. 

A higlier Bank rate pursues the three-fold aim of increasing the 
cost of swap operations, bringing about a contraction in the volume 
of resources, and making it more attractive to invest the available 
funds in the home market instead of transferring them abroad. 
The increase of the Bank rate, whether or not it achieves the object 
of bringing forward rates back to their Interest Parities, certainly 
goes some way towards adjusting Interest Parities to forward rates. 


(7) THE FRENCH EXPERIENCE IN 19115-30 

The experience of France during J 935-36 provides a character- 
istic exam})le of the elfect of forward rates upon internal interest 
rates. As the devaluation of the franc had been widely expected, 
forward francs were at a persistently heavy discount from May 
1935 until the devaluation in September 1936. They had become 
considerably undervalued compared with their Interest Parities. 
The result was that it had become highly profitable for French 
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banks to use their liquid resources in interest arbitrage, which 
during that period seldom yielded less than 15 per cent per 
annum for any length of time, and at times yielded as much as 
40 to 60 per cent for three months and even more for shorter 
periods. As a result, French banks employed much of their liquid 
resources in such operations, and the French public also became 
interested in them. Whenever the yield on such transactions in- 
creased, new classes of the public became tempted to take a hand, 
so that the total amount absorbed in such transactions must have 
risen to high figures. As these operations involved the sale of 
spot francs, they increased the outflow of gold from the Bank of 
France, and as they also involved a decline of deposits they re- 
sulted in a contraction in the volume of funds in the Paris money 
market. On three occasions between May 1935 and June 1936 the 
Bank of France raised its rediscount rate to the high level of 6 per 
cent., largely in order to check the outdow of gold due to interest 
arbitrage. Apart from this, the French banks were compelled to 
raise their deposit rates so as to induce depositors to refrain from 
withdrawing their balances for use in interest arbitrage. At the 
same time they raised their charges to borrowers, especially in 
instances when they were inclined to suspect that the funds borrowed 
would be used for interest arbitrage. 

As a result of these influences, the level of interest rates in Paris 
tended to rise, and Interest Parities tended to adjust themselves 
to forward rates. Admittedly, they remained far below the fan- 
tasticj level of the yield on arbitrage transactions. Even during 
periods when the temporary return of confidence resulted in a 
momentary recovery of the forward franc, the discrepancy betw een 
forward rates and their Interest Parities remained abnormally wide, 
notwithstanding the reciprocal tendency towards adjustment. 
Nevertheless, the fact remains that as a result of the undervaluation 
of forward francs compared with their Interest Parities, internal 
interest rates in France rose to no slight degree. The exact, or 
even approximate degree of rise attributable to this particular 
factor is impossible to ascertain. For one thing, nobody, not even 
the French authorities themselves, could say to what extent the 
increase of the Bank rate was duo to the flight of capital and specula- 
tion, and to what extent it was brought about by the pressure 
due to arbitrage operations. Moreover, wJiile nominally deposit 
rates and loan rates moved in exact proportion to the Bank rate, in 
reality many borrowers had to pay much higher rates and many 

o 
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depositors were allowed much higher rates, largely in consequence 
of the temptation to employ funds in swaps. As these special rates 
were fixed by individual negotiations and were never published, 
it is impossible to ascertain their level, but instances were known 
during 1936 when French borrowers had to pay as much as 10 per 
cent for commercial accommodation. 


(8) EFFECT ON GAINING CENTRE 

Forward rates are apt to affect their Interest Parities not only 
by raising interest rates in the countries whose Forward Exchanges 
are at a discount, but also by lowering interest rates in the countries 
whose Forward Exchanges are at a premium. This effect is pro- 
duced by interest arbitrage in the following ways : 

1. The influx of funds through interest arbitrage is accompanied 
by an influx of gold, which tends to make money rates easier. 
This is particularly the case in countries on the gold standard, 
though countries with Exchange Equalisation Accounts are 
in a somewhat similar position, to a distinctly less degree. 

2. The influx of funds through interest arbitrage tends to lower 
deposit rates. 

3. The authorities of the receiving centre may try to defend 
themselves against this embarras de richesse by lowering the 
Bank rate. 

4. 8ince the banks in the country whose Forward Exchange is 
overvalued are unable to employ part of their resources in 
interest arbitrage, they are forced to find employment for 
them in the local money market and this tends to lower money 
rates. 

5. The banks in the country whose Forward Exchange is over- 
valued might even borrow in countries whose Forward Ex- 
change is undervalued and transfer the proceeds to the home 
market. 

The situation in the New York money market during 1935-36 
provides an interesting example of the effect of the influx of arbi- 
trage funds on money rates in the receiving centre. In this case 
it is, however, even more difficult than in the case of France to 
ascertain even approximately the extent to which this factor was 
responsible for easy money conditions. It is impossible to estimate 
to what extent the influx of gold to the United States was due to 
flight to the dollar, and to the attraction of Wall Street, and to what 



CHAP. XXI 


THE THEORY OF RECIPROCITY 


195 


extent it was due to interest arbitrage. The amount of covered 
foreign balances in New York is known, however, to have increased 
materially. 

The situation becomes even more obscure and involved if a 
Forward Exchange is overvalued in relation to one or several 
exchanges and at the same time is undervalued in relation to other 
Forward Exchanges. This was actually the case of forward sterling 
during 1935-36. While it was grossly overvalued in relation to 
the forward franc, it was distinctly undervalued in relation to the 
forward dollar. It is impossible to do more than assume that the 
buying pressure on spot sterling due to the overvaluation of forward 
sterling in relation to the franc was larger than the selling pressure 
due to the undervaluation of forward sterling in relation to the 
dollar. 

Even in the absence of the means to ascertain statistically the 
extent of the influence of forward rates on interest rates, and even if 
the extent of that influence may be amatter of opinion, its presence as 
a factor affecting interest rates is incontestable. The extent of the 
effect of forward rates on interest rates is greater for interest rates 
which are essentially international, and smaller for largely or purely 
internal interest rates. In this respect, too, the relations between 
interest rates and forward rates are reciprocal, since forward rates 
are affected to a much larger degree by international interest rates 
than by internal interest rates. But, as the example of France 
shows, even purely internal interest rates such as the rates on 
advances to customers are apt to be affected materially by forward 
rates. 


(9) A RIVAL LOAN MARKET 

It is of the utmost importance, both from the point of view of 
forming a correct conception of the theory of Forward Exchange 
and from the point of view of the efficient conduct of monetary 
policj^ to realise that the Forward Exchange market provides a 
channel for the employment of liquid resources which not only rivals 
the internal money markets but which largely escapes the influence 
of the traditional discount rate policy of the Central Banks. The 
importance of this rival market depends partly upon the superior 
yield it can offer to short-term investors. It would be a mistake, 
however, to imagine that when normal conditions return and when 
the present spectacular discrepancies between forward rates and 
their Interest Parities disappear this rival market will once more 
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become an unimportant factor. For its importance does not depend 
only upon the size of the margins. It depends also upon the ability 
and willingness of holders of liquid resources to engage their funds 
in interest arbitrage. 

From this point of view, the return of normal conditions will 
tend to increase the importance of the rival market provided by 
swap facilities. For, in the absence of credit restrictions, there will 
be more funds available for that purpose, and, owing to the more 
settled conditions, banks and other holders of liquid funds will be 
more willing to engage their resources in interest arbitrage. In 
this respect, conditions will become similar to those prevailing 
during the period of stability prior to 1931. The difference will be 
that the existence of abnormal conditions after 1931 has opened 
the eyes of many people and made them aware of the possibilities 
provided by this rival market. The chances are, therefore, that 
non-banking resources will in future be employed in interest arbi- 
trage to a larger extent than they were in the past. This may tend 
to prevent the development of discrepancies much beyond transfer 
points, and at the same time it may also increase the volume of 
international transfers through interest arbitrage. 

Above all, as I shall try to show in Chapter XLVII, which deals 
with the future of Forward Exchange, it is doubtful whether, after 
the experience of recent years, gold points will be relied upon by 
interest arbitrage in the future to the same extent as they were 
before 1914, or even between 1925 and 1931. After the stabilisation 
of currencies a much larger percentage of arbitrage funds will be 
covered than during previous periods of stability. This will be par- 
ticularly so if, as is j)ossible, the system of gold standard to be 
adopted allows for changes of gold parities. The widespread adop- 
tion of the practice of covering the exchange risk will increase the 
significance of forward rates as a factor affecting interest rates. 


(10) CENTRAL banks’ ATTITUDE 

Consequently the monetary authorities will hardly be able to 
afford to ignore the existence of Forward Exchange, or to abstain 
from taking an active interest in it. The neutrality ” of most 
Central Banks towards I^orward Exchange is probably largely due 
to their failure to realise either the reciprocal nature of the relations 
between Interest Parities and forward rates, or the extent and 
importance of the rival money market which interest arbitrage 
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facilities create. On the assumption that forward rates are a 
passive factor determined by Interest Parities, it may be possible to 
argue in favour of a laissez-faire jiolicy in the sphere of Forward 
Exchange. Once, however, the reciprocity of the relations between 
Interest Parities and forward rates is realised, it is difficult to escape 
the conclusion that the monetary authorities cannot afford to ignore 
Forward Exchange. The discussion of the whole question of 
whether active intervention in the Forward Exchange market to 
supplement the discount rate policy, as proposed by Mr. Keynes, 
would be feasible or desirable, is outside the scope of this chapter, 
for it is discussed fully in Chapters XXX IV to XLIV. Even at 
this stage, however, it may be remarked that, in the light of 
the realisation that forward rates, if allowed to look after them- 
selves, arc apt to influence internal short-term interest rates, 
Mr. Keynes’s proposal does not appear nearly so revolutionary as 
it does in the light of the misconception that, in the absence of 
official intervention in the Forward Exchange market, interest 
rates are always the cause and forward rates are always the effect. 

The fact is that, whether or not the authorities interfere with 
forward rates, the latter tend to affect discount rates. The differ- 
ence between the existing state of affairs and the system described 
by Mr. Keynes is that at present the effect of forward rates on 
discount rates frequently clashes with official policy, while Mr. 
Keynes’s proposal would ensure that the effect of forward rates on 
discount rates would be in accordance with the lines of official 
policy. Thus, even from the point of view of orthodox discount 
rate policy, it is a mistake to adopt an attitude of neutrality towards 
the Forward Exchange market. Those who think that it would be 
going too far to bring about an artificial appreciation of forward 
rates in order to attract or retain foreign balances may well consider 
whether it would not be desirable in given cii’cumstances for the 
authorities to counteract at least the discrepancies between forward 
rates and their Interest Parities, so as to prevent the development 
of a rival loan market which interferes with internal money rates. 

There is another consideration of great importance from both a 
theoretical and a practical point of view. As a result of lasting 
discrepancies between Interest Parities and forward rates, situations 
may, and frequently do, arise in which funds move from the dearer 
market to the cheaper market. Even though the Bank rate may 
be at 6 per cent in Paris, 2 per cent in London and per cent in 
New York, the discrepancy between forward rates and their 
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Interest Parities can result in wholesale movements of funds from 
Paris to both London and New York, and also in movements of 
funds from London to New York. Thus, as a result of the recipro- 
city of relations between Interest Parities and forward rates, money 
tends to become dearer in markets where it is dear already, and it 
tends to become cheaper in markets where it is cheap already. It 
will surely puzzle the laissez-faire economists to figure out how this 
unquestionable fact can be reconciled with their theory of economic 
optimism. 


(11) OUTSIDE INFLUENCES 

Finally, it must be pointed out that in itself the rcsciprocity theory 
does not always explain the tendency of money rates and Interest 
Parities to move together to a reasonably large extent. It is essential 
to recognise that the adjustment of discrepancies between the two 
is due not only to the influence of Interest Parities on forward rates 
but also to the influence of forward rates on Interest Parities. It 
is also necessary, however, to bear in mind that often the parallel 
movement of Interest Parities and forward rates is due not to their 
reciprocal influence on each other, but to outside influences which 
have a similar effect on both curves. We shall see in Chapter 
XXITI how an adverse change in the trade balance tends to affect 
forward rates. As such a change also tends to influence interest 
rates, the same factor is responsible for both a change of the 
forward rate and a corresponding change in its Interest Parities. 
Another influence affecting both forward rates and their Interest 
Parities is the overvaluation or undervaluation of spot rates com- 
pared with their Purchasing Power Parities. This factor will be 
examined in detail in the next chapter. 

Outside influences may affect interest rates and forward rates 
simultaneously, but more frequently than not they affect one before 
the other. In such instances it may appear as though interest rates 
affect forward rates or vice versa, although actually both are affected 
by a third factor. It is indeed very difficult to draw a line between 
the cases when interest rates and forward rates affect each other 
and those when they are affected by outside influences. 



CHAPTER XXII 


THE PURCHASING POWER PARITY THEORY 
OF FORWARD EXCHANGE 


(1) EFFECT OF PRICES ON FORWARD RATES 
ANT) INTEREST PARITIES 

Having demonstrated the reciprocal nature of the influence of 
forward rates and Interest Parities on each other, we may go a step 
further in our investigation of the factors affecting forward rates. 
While Forward Exchanges and Interest Parities affect each other 
reciprocally, both in turn are yet to be affected by outside factors. 
Forward rates are to a large degree influenced by the ratio between 
the internal purchasing power of the currencies concerned, in other 
words, by the Purchasing Power Parities of the spot exchanges.^ 
The discovery of this interesting fact was made by a practical 
banker, Mr. W. W. Syrett. In an article entitled “ A Revision of 
the Theory of Forward Exchanges ”, in the June 1936 issue of The 
Banker, he maintained that under the changed conditions the Interest 
Parity theory no longer holds good, but must be replaced by a theory 
according to which the general tendency of forward rates depends 
upon their Purchasing Power Parities. He pointed out that while 
the operation of Exchange Equalisation Accounts prevents spot 
rates from adjusting themselves to their Purchasing Power Parities, 
forward rates, being allowed to take care of themselves, tend to 
move towards the level to which spot rates would move if they had 
the same freedom. In the form in which Mr. Syrett’s theory is 
advanced, it is crude, one-sided and grossly exaggerated ; but it 

^ ThroiigTiout tliis voluino tho term “ Purchasing Power Parities ” is used to 
indicate a vagiio and by no moans easily definable ratio between the internal 
Purchasing Power of the currencies. It is not used in tho sense of a definite figure 
representing tho arithmetical ratio between two sots of index numbers. An alterna- 
tive term would bo the “equilibrium level of exchanges,” which would have the same 
moaning without conveying tho impression of a precise arithmetical ratio. Since, 
however, tho term Purcliasing Pow'or Parities is better known, for the sake of con- 
venience I propose to use it, with tho mental reservation that Purchasing Power 
Parities are essentially vague, elastic and ill-defined. 
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opens up, nevertheless, interesting avenues for further research into 
the nature of Forward Exchange. 

Tliis new theory, far from being an alternative to the Interest 
Parity theory, as ]\Ir. Syrett claims, is actually complementary to 
it, for to a large degree changes in Interest Parities are due to the 
overvaluation or undervaluation of spot exchanges compared with 
their Purchasing Power Parities. The lasting deviation of forward 
rates from their Interest Parities is also largely due to the under- 
valuation or overvaluation of spot exchanges in relation to their 
Purchasing Power Parities. Although the direct cause of such 
deviations may lie in the trade balance, speculation, etc., these are 
very often the effect of the more fundamental cause of overvaluation 
or undervaluation of a currency. 

( 2 ) EFFECT OF OVERVALUATION OF A CURRENCY 

If an exchange is overvalued compared with its Purchasing 
Power Parities, forward rates tend to move against the country 
concerned, for the following reasons : 

]. Interest rates in the country with an overvalued currency 
tend to rise, especially if the currency is defended by the 
more or less orthodox methods of raising the Bank rate and 
imposing credit restrictions, or if the adverse pressure on the 
spot exchange caused by its overvaluation leads to an outflow 
of gold. In countries which are not on a gold standard the 
effect of overvaluation upon interest rates is not so pro- 
nounced, but where there is prolonged adverse pressure due 
to gross overvaluation, the effccjt is likely to manifest itself 
sooner or later as a result of Exchange Equalisation Account 
operations, or through other channels. 

2. The trade balance of a country with an overvalued currency 
tends to become adverse, and consequently, other things 
being equal, forward selling of the national currency on com- 
mercial account tends to exceed forward buying on commercial 
account. It is possible, however, to neutralise this tendency 
by import restrictions, export subsidies, etc. 

3. Even if the overvaluation of the currency does not produce an 
import surplus, commercial forward selling will exceed com- 
mercial forward buying, owing to the pessimism with which 
merchants view the prospects of the currency concerned. 
Those who expect payments in that currency are likely to 
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cover their exchange risks, while those who have to make 
payments at a future date may leave the exchange uncovered 
in the hope of benefiting by its subsequent depreciation. 
Should the discount become prohibitive, however, this factor 
may be reversed. 

4. The same considerations as under (3) apply to hedging against 
risk on assets in a country with an overvalued currency. 

5. Speculative anticipation of devaluation or depreciation of an 
overvalued currency is an important cause of the widening 
of the forward discount. Here, again, the tendency may be 
reversed, as many bears may decide to cover if the discount 
has, in the opinion of the market, become excessive. 

6. The overvaluation of a currency tends to tighten credit 
resources as a result of the flight of capital, national or foreign. 
This is important because, owing to contraction of liquid 
resources, interest arbitrage is unable to take full advantage 
of the discrepancy between forward rates and their Interest 
Parities, and is thus unable to counteract the widening 
tendency of the forward discount. 


(3) EFFECT OF UNDERVAEUATTON OF A CURRENCY 

If a currency is undervalued compared with its Purchasing 
Power Parities, forward rates tend to move in favour of the 
country concerned, for the following reasons : 

1. Interest rates in the country with an undervalued currency 
tend to fall, especially if the influx of gold caused by the 
undervaluation of the currency is allowed to produce its 
effect upon money resources, and especially where such an 
influx is met by a prompt reduction of the Bank rate. Even 
in countries which are not on a gold standard, the under- 
valuation of the currency may lead to an influx of gold 
through the operation of Exchange Equalisation Accounts, 
the financing of whose gold purchases may necessitate an 
expansion of Central Bank credit. 

2. The trade balance of a country with an undervalued currency 
tends to become favourable, notwithstanding measures taken 
by other countries to keep out its goods. A favourable trade 
balance involves more buying than selling of the Forward 
Exchange of the country concerned. 

3. This excess of commercial forward buying of the undervalued 
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currency will be accentuated by the optimism with which 
merchants view the prospects of the currency concerned. 
Those who in 1935-36 expected to make payments in dollars, 
for instance, were inclined to cover their exchange risk, while 
those who expected payment at a future date preferred to 
leave the exchange risk uncovered. Should the premium 
become prohibitive, however, this factor may be reversed. 

4. The same considerations as under (3) apply to hedging 
against risk on assets held abroad by nationals of the country 
with an undervalued currency. 

5. Speculative anticipation of an appreciation of an undervalued 
currency is another important cause of the widening of the 
forward premium, but if it is overdone the tendency may be 
reversed. 

6. The plethora of short-term funds in a country with an under- 
valued currency usually leads to measures which seek to 
discourage a further influx of foreign balances through arbit- 
rage by a refusal to accept deposits or a refusal to allow inter- 
est on them, or by charging a commission on new foreign 
deposits. 

(4) LIMITATIONS OF THE THEORY 

To summarise the conclusion, it is probable that if the spot 
exchange is overvalued or undervalued, the Interest Parities of the 
Forward Exchange will lie between the spot exchange and its 
Purchasing Power Parities, and actual forward rates will move 
between their Interest Parities and the Purchasing Power Parities. 
When the spot rate is overvalued compared with its Purchasing 
Power Parities, the forward rate is undervalued compared with its 
Interest Parities ; when the spot rate is undervalued compared 
with its Purchasing Power Parities, the forward rate is overvalued 
compared with its Interest Parities. It is important to emphasise 
that, in the event of wide discrepancies, the adjustment of either 
Interest Parities or actual forward rates to the Purchasing Power 
Parities of the spot exchange is never likely to be anything like 
complete. For instance, the French franc was between 75 and 76 
during the greater part of 1935-36, while its Purchasing Power Parity 
in relation to sterling was probably somewhere between 95 and 105. 
All this time the interest Parity for three months’ forward francs 
was never higher than 77, while even the actual forward rate was 
never over 86 and was mostly between 77 and 79. 
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The validity of the Purchasing Power Parity theory of Forward 
Exchange is not confined to abnormal conditions. After all, under 
the gold standard spot rates are even more effectively prevented 
from adjusting themselves to their Purchasing Power Parities than 
under a regime of fluctuating currency with Exchange Equalisation 
Accounts in full operation. Whenever a currency is overvalued 
there is, for the reasons enumerated above, a persistent pressure 
on the Forward Exchange. If in spite of this it docs not go to a 
corresponding discount, it is because there is also a persistent 
pressure on the spot exchange, which is frequently in the vicinity 
of gold export point. So long as there is confidence in the stability 
of the currency, its forward quotation does not go beyond export 
point, and therefore it cannot go to a discount in accordance with 
the rules of the Purchasing Power Parity theory, any more than in 
accordance with those of the Interest Parity theory. The fact, 
however, that in certain circumstances the existence of gold points 
prevents the working of these theories does not thereby render them 
invalid. 

A much more important deficiency in the theory is that it 
operates to any large extent only when the adjustment of spot rates 
to their Purchasing Power Parities is generally anticipated, whether 
rightly or wrongly. This was the case of the forward rates of 
the Gold Bloc currencies in 1935-36, of the forward dollar in March 
1933, and of forward sterling in 1931 and 1936. In each of these 
instances, the anticipation of an adjustment of spot rates to their 
Purchasing Power Parities, an anticipation expressed by an under- 
valuation of forward rates compared with their Interest Parities, 
was confirmed by events. In a number of instances, however, 
during the early post-war years, the overvaluation of the forward 
rates of the German mark, French and Belgian franc, lira, etc., in 
anticipation of the adjustment of the undervalued spot rates to their 
Purchasing Power Parities, proved to be entirely mistaken. 

Many other examples could be quoted from post-war exchange 
movements to show liow undervalued exchanges are sometimes 
viewed with pessimism while overvalued exchanges are sometimes 
expected to appreciate further. The tendency of the dollar at the 
end of 1933 provides the most characteristic instance. In such 
cases none of the material or psychological factors through which 
the Purchasing Power Parity theory works becomes operative. On 
the contrary, the overvaluation of a spot currency does not prevent 
its forward rate from going to a premium, while the undervaluation 
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of a spot currency does not prevent its forward rate from going to 
a discount. 

Thus it is true to say that if, for whatever reason, a currency is 
expected to depreciate, its Forward Exchange is likely to go to a 
discount, while if the currency is expected to appreciate its Forward 
Exchange is likely to go to a premium. This is true whether the 
expectation of a rise or fall in the currency is due to its under- 
valuation or overvaluation or to some totally different set of causes. 


(5) WARNING AGAINST DOGMATISM 

Nevertheless, this primitive explanation cannot be recommended 
as a substitute for the much more sophisticated explanation pro- 
vided by the Purchasing Power Parity theory of Forward Exchange, 
because in a majority of (?ases, and taking a long view, a currency 
is usually expected to depreciate if it is overvalued and it is usually 
expected to appreciate if it is undervalued. 

Thus the Purchasing Power Parity theory is a more rational 
basic explanation of Forward Exchange tendencies than is the 
primitive psychological theory that exchanges which are expected 
to rise arc at a premium wliile those which are expected to fall are 
at a discount. It is useful, however, to bear in mind the limitation 
of the Purchasing Power Parity theory, if only in order to avoid the 
development of a too dogmatic conception about it. 

It is also important to bear in mind that, unless the speculative 
factor operates on a large scale, the extent to which forward rates 
tend to move towards Purchasing Power Parities is comparatively 
small. It is mainly in a ‘'gamblers’ market ” that the Purchasing 
Power Parity Theory of Forward Exchange operates to a sufficiently 
large degree to assume a really considerable importance from a 
practical point of view. 

Above all, I am anxious to avoid creating the impression that 
there may exist some mysterious urge which forces forward rates 
to move towards their Purchasing Power Parities. When dealing 
with such an essentially concrete subject as Forward Exchange we 
should at all costs avoid that cult of mysticism which is so largely 
to blame for the frequent clash of economics and reality. It is the 
acolytes of this cult who are responsible for the absurd theory that 
if a country over-lends or over-imports, this necessarily leads in the 
long run to a corresponding increase of its exports. By what exact 
process this miracle occurs is never explained, and the alleged ad- 
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justment is shrouded under a veil of mystery. Similarly Professor 
CasseFs Purchasing Power Parity theory of exchanges conveys the 
impression that there is some mysterious urge forcing spot exchanges 
to adjust themselves to their Purchasing Power Parities. This 
mystical conception had secured such a hold that for a long time 
after the elaboration of the theory nobody had attempted to pene- 
trate behind the veil of mysticism and come down to concrete facts 
to show exactly how the theory actually works. Fortunately, 
in the case of the Purchasing Power Parity theory of Forward 
Exchange, we are able to ascertain all the factors, whether 
material or psychological, through which the theory operates in 
practice. To the extent to which Purchasing Power Parities 
tend to affect forward rates they exert their influence through 
a set of very definite and easily defined factors, as we have seen 
above. 

(6) DIRECT EFFECT OF FORWARD RATES ON PRICE LEVELS 

The next step is to examine whether the principle of reciprocity 
that characterises the relation between forward rates and their 
Interest Parities also applies to the relationship between forward 
rates and their Purchasing Power Parities. Tlie direct effect of a 
discount on the Forward Exchange upon internal commodity prices 
in the countries concerned is to a large extent similar to that of a 
depreciation of the spot exchange. If spot francs are quoted at 
76, while forward francs for three months are quoted at 80, the 
latter is the rate French importers have to pay, unless they prefer 
to take the speculative exchange risk, or unless they are in a posi- 
tion to pay cash or buy spot exchange in advance of maturity. If 
they insist upon payments in francs, it is foreign exporters who 
have to cover the exchange risk, and they quote their prices to 
allow for the cost of covering. Thus the direct effect of a discount 
on forward francs caused by overvaluation of the spot franc is to 
cause a rise in the French commodity prices in terms of francs. At 
the same time, however, French commodity prices become lower 
in terms of sterling or dollars, and since it is these and not the franc 
prices that really matter from the point of view of the equilibrium 
level of the franc, evidently the direct effect of a discount on forward 
francs is to reduce the international overvaluation of the French 
currency. 

In a similar way the premium on forward sterling or dollars 
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tends to reduce the undervaluation of those currencies, since it 
increases the price of British or American goods in terms of francs 
from the point of view of French buyers covering the exchange risk, 
even though it may tend to cause a slight fall in British or American 
prices in terms of sterling or dollars as a result of the reduced cost 
of certain commodities imported from France. 

The direct effect of a forward discount or premium on an over- 
valued or undervalued currency is somewhat similar to that of a 
corresponding change in the spot rate. In both cases prices in the 
countries concerned tend to rise or fall in terms of the national 
currencies, but not sufficiently to prevent a partial adjustment to 
equilibrium level as a result of the depreciation or appreciation of 
the exchange. The question is whether the effect of a discount or 
a premium on the Forward Exchange is as pronounced as is the 
effect of a corresponding change in the basic exchange rates, assum- 
ing, of course, that the premium or discount is of a sufficiently 
lasting nature to produce its full effect on prices. Would a per- 
sistent discount of, say, 5 per cent on forward francs for three 
months reduce the overvaluation of the franc to the same extent 
as a devaluation of the franc by 5 per cent ? In all probability, the 
direct effect of the discount would remain less than that of the 
devaluation ; that is, both the rise in French prices in terms of 
French francs and their fall in terms of sterling and dollars would 
be less pronounced. For, while a devaluation would affect every- 
body, a discount on forward francs affects only those French 
importers of foreign goods and foreign importers of French goods 
who choose to cover the exchange risk. As I have already pointed 
out, there are alternatives to covering by means of Forward 
Exchange operations. Moreover, if payment for goods imported 
to and exported from France should be due in less than three 
months, the percentage of the depreciation would be considerably 
less than 5 per cent. 

(7) INDIRECT EFFECT OF FORWARD RATES ON TRICE LEVELS 

The indirect effect of the discount on forward francs would, 
moreover, counteract its direct effect. We saw in the last chapter 
that a discount on the Forward Exchange tends to cause interest 
rates to rise. This, together with the curtailment of credit as a 
result of the use of large amounts abroad in interest arbitrage, 
should cause commodity prices to fall, or at any rate should moderate 
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their rising tendency. On the other hand, a devaluation of a 
currency tends to relax the pressure on interest rates and on the 
volume of credit, and tends to accentuate the rise in prices in terms 
of the national currency that follows devaluation. Similarly, the 
indirect effect of a premium on forward dollars upon the American 
price level would be a rising tendency, while the indirect effect of 
an appreciation of the dollar, through its influence upon interest 
rates, and the volume of credit, would be a falling tendency. 

To summarise the conclusion : the direct effect of a premium or 
discount on the Forward Exchange in the direction of restoring equi- 
librium is less than that of a corresponding appreciation or deprecia- 
tion of the spot rate. On the other hand, while the indirect effect of 
an appreciation or depreciation of the spot rate tends to reinforce 
its direct effect, the indirect effect of a premium or a discount on 
the forward rate tends to offset its direct effect. Actually, whether 
a forward premium or discount, while it lasts, tends to eliminate 
the undervaluation or overvaluation of the currency to a greater 
or less extent than a corresponding change in the basic rate varies 
from case to case. The question is well worth examination when- 
ever it arises. Even in normal conditions, when the premium or 
discount on forward rates is narrow, its significance from the point 
of view of its effect on prices is similar to that of the fluctuations 
of spot rates within their gold points. In abnormal conditions, 
when the discount or premium is apt to be very wide, it becomes a 
factor of importance, and one which ought not to be ignored either 
from a theoretical or from a practical point of view. Factors of 
less importance have been subjected to close examination, and it is 
high time that students of price movements took notice of Forward 
Exchange. 



CHAPTER XXlir 


TRADE BALANCE AND FORWARD EXCHANGE 


(1) EFFECT OF ADVERSE TRADE BALANCE ON FORWARD RATE 

It is generally known that the trade balance affects forward rates 
through its effect upon the supply and demand for currencies for 
forward delivery. Various writers have pointed out that an excess 
of commercial demand over supply, or an excess of commercial 
supply over demand, may cause forward rates to diverge from their 
Interest Parities. But there are other, less generally recognised, 
ways in which the trade balance can affect forward rates. Nor is 
it generally realised that forward rates, in their turn, may affect 
the trade balance. Literature on the question of the relationship 
between the trade balance and Forward Exchanges, as on so many 
other Forward Exchange questions, has been largely superficial, 
although it deserves close examination. 

If there is an adverse change in the trade balance — whether 
seasonal or fundamental — on commercial account there will be less 
buying and more selling of the Forward Exchange of the country 
concerned. This is because a large proportion of its foreign trade 
is usually covered by means of Forward Exchange, so that any 
change in the amount which can be covered produces an immediate 
and direct effect upon forward rates. The development of an 
adverse trade balance affects the forward rate before it affects the 
spot rate. In so far as this effect is noticed, it is generally attributed 
to the discounting of the adverse change in the trade balance. In 
reality, the direct effect manifests itself even if merchants or specu- 
lators are not in a position to anticipate the change. Unless the 
change is seasonal, or unless it is due to obvious factors — such as 
the Japanese earthquake of 1923 — ^it can be ascertained only after 
a slight delay, when the figures are published, which is usually 
some little time after the end of the month in question. The 
amount of invisible trade can be ascertained only approximately 
and after the end of the year, when, with some months’ delay, the 
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balance of payments estimates are published. Nevertheless, the 
forward rates are affected long before the change in visible or in- 
visible trade is shown by published figures. 

The result of a decline in exports or an increase of imports of a 
country is a depreciation of the forward rate in consequence of an 
excess of commercial supply over commercial demand. On such 
occasions the forward rate tends to depreciate below its Interest 
Parities. This leads to — 

1. A withdrawal of funds employed by foreign banks in interest 
arbitrage, owing to the increased cost of covering the Forward 
Exchange. 

2. An outflow of national funds, owing to the profit on covered 
interest arbitrage. 

3. An increase of acceptance availments by foreign borrowers 
owing to the lower cost of covering the excliangc. 

4. An increase of the amount of bills discounted by foreign 
holders in the market concerned. 

5. A i^ressure on tlic spot exchange because of the depreciation 
of the forward rate. 

(2) EFFECT ON SPOT RATE 

The pressure of the forward rate caused by the commercial 
factor will spread to the spot rate. At the same time withdrawals 
of arbitrage funds and the increase of acceptance availments tends 
to mitigate the depreciation of the forward rate. Whether the 
equilibrium is restored before the beginning of the actual direct 
seasonal pressure on the spot exchange depends on the one hand 
upon the relative importance of the commercial factor and on the 
other hand upon the withdrawal of arbitrage funds, the increase of 
acceptance availments and the increase in tlie volume of foreign- 
owned bills discounted in the market concerned. 

It is possible that the repercussions of a depreciation of the 
forward rate will cause the spot rate to fall to its gold ex{)ort point 
even before it begins to come under the direct influence of the 
adverse change in the trade balance. As a result, the forward rate 
will become overvalued through the operation of the gold points. 
It may rise above its Interest Parities. This will tend to reverse 
the factors enumerated above, even before the Bank rate is 
raised. 

The speculative anticipation of a change in the trade balance 

p 
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through seasonal factors or through forthcoming adverse develop- 
ments, such as a big strike, is thus apt adversely to affect both the 
spot and the forward rates. The pressure on the forward rate 
comes in addition to the pressure on the spot rate. Thus, forward 
facilities tend to accentuate the total volume of adverse pressure. 
In these instances the usual text-book theory that Forward Ex- 
change facilities tend to spread the effect of an adverse trade 
balance over a longer period can hardly be said to hold good. 
Arbitrage docs not fulfil in such circumstances the role assigned 
to it by the teachings of classical economics. Instead of counter- 
acting discrepancies due to the commercial factor, it actually 
accentuates them. If all that happened was that British importers 
covered their dollar requirements in May instead of September, 
the total volume of selling pressure on sterling would remain un- 
changed. Even then if an import surplus is covered by purchases 
of foreign currencies forward, it does not mean that to that extent 
the spot exchange becomes relieved of the pressure. All that 
happens is that the pressure on the spot exchange is postponed 
until the forward contracts mature. When the exchanges bought 
for forward delivery have to be delivered, then the ultimate seller 
may have to acquire them, and in doing so he naturally increases 
the spot buying pressure on the exchanges concerned. Over a 
given period the total pressure on the spot exchange on commercial 
account is the same whether or not part of the requirements are 
covered by forward transactions. What happens in consequence 
of forward covering is that there will be an immediate pressure on 
the spot exchange in consequence of the withdrawal of arbitrage 
funds. This immediate pressure may take place in addition to 
the eventual pressure on the spot exchange through the execution 
of forward contracts on commercial account, in which case the 
total selling pressure on the spot exchange is larger than it would 
be in the absence of arbitrage. Whether this anomaly tends to 
correct itself depends upon many circumstances. 

( 3 ) READJUSTMENT 

It is through the depreciation of the spot exchange — whether 
in consequence of the withdrawal of arbitrage funds or in conse- 
quence of spot purchases for commercial requirements — that auto- 
matic readjustment operates. Since this depreciation, by bringing 
the spot rate to gold export point, cancels out the undervalua- 
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tion of the Forward Exchange, it checks the outflow of arbitrage 
funds. If the depreciation of the spot rate leads to an over- 
valuation of the Forward Exchange, the result will be a return 
of arbitrage funds to the centre concerned. This again would 
relieve the commercial pressure on the spot exchange. Once the 
spot rate has depreciated, the existence of Forward Exchange 
facilities thus tends to readjust the disetpii librium. It makes good 
the harm which it causes during the earlier stages when the effect 
of commercial pressure, being confined to the forward rates, causes 
their undervaluation. More often than not, however, the flow of 
arbitrage funds is reversed on a sufficiently large scale only when 
the trade balance itself has changed for the better. 

The fact that at the later stages of the process Forward Ex- 
change facilities may make good the “ damage ’’ caused during 
the earlier stages does not alter the fact that in the initial stages 
Forward Exchange, if allowed to take care of itself, produces 
a decidedly unwanted tendency. Interest arbitrage, instead of 
filling the gap between supply and demand for Forward Exchange 
on commercial account, in accordance with the principles laid down 
by laissez-faire economists, in certain circumstances tends actually 
to widen the gap. The remedy for this deficiency of the system is 
control of the forward rates to prevent an adverse trade balance 
from causing their undervaluation. 


(4) INDIRECT EFFECT 

It ought to be borne in mind that when an adverse change in 
the trade balance causes a depreciation of the forward rate, the 
selling pressure on the spot exchange that follows is not the direct 
result of the withdrawal of arbitrage funds. Since the Forward 
Exchange for such funds was covered in advance, all that happens 
is that the holders deliver the exchange when their forward sale 
matures instead of renewing their commitments by buying spot 
and selling forward once more. This does not, however, make any 
difference to the effect upon the spot rate. The spot exchange 
delivered by the arbitrageurs constitutes an additional supply in 
the market, over and above the current supplies ; thus its sale 
must result in an adverse tendency in the spot rate. This is the way 
in which the withdrawal of arbitrage funds — whether caused by 
an adverse trade balance or by a change in Interest Parities — affects 
the spot exchange and may lead to a loss of gold. On the other 
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hand, the absence of any forward renewal sales on the part of 
arbitrageurs brings indirect relief to the forward rate, which may 
recover some of its depreciation caused by the trade deficit. 

A change in the trade balance affects forward rates indirectly 
also through its influence upon interest rates, which tend to rise 
in the country with an adverse trade balance and fall in the country 
with the favourable trade balance. This leads to a change in Interest 
Parities, which tends to accentuate the unfavourable tendency in 
forward rates, caused through the direct effect of a trade deficit. 


( 5 ) EFFECT OF FORWARD EXCHANGE ON TRADE BALANCE 

Let US now examine the effect of Forward Exchange upon the 
trade balance. The existence of Forward Exchange facilities tends 
to stimulate exports from financially strong countries to financially 
weak countries. In their absence, importers in the weak countries 
would often insist upon buying in terms of their national currency, 
and since many foreign exporters would not bo prepared to take 
the exchange risk, in many instances negotiations for the import 
of goods would fall through. The exporters of the financially weak 
countries would also prefer to quote in terms of the national cur- 
rency, but they would not be nearly so insistent upon this point 
as importers, since they would stand to gain and not lose through a 
depreciation of the national currency. I n consequence, the existence 
of Forward Exchange facilities tends to create an adverse balance 
for weak countries- -precisely those which can least afford an adverse 
balance. The importance of this argument should not, however, 
be over-estimated, especially as recent years have witnessed the 
depreciation or devaluation of the three strongest currencies. 

We have already touched upon the effect of forward rates upon 
the trade balance when dealing with the Purchasing Power Parity 
theory of Forward Exchange. It is necessary to distinguish be- 
tween the effect of a premium or discount and that of an over- 
valuation or undervaluation of the forward rates compared with 
their Interest Parities. For obvious reasons the effect of a premium 
on a Forward Exchange is similar to that of an appreciation of the 
spot exchange, while the effect of a forward discount is similar to 
that of a depreciation of the spot exchange. There is, however, a 
marked difference in degree. As we pointed out in Chapter XXII, 
the covering of the exchange risk on foreign trade transactions 
is by no means universal, and in any case it can be effected by 
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means other than Forward Exchange operations. If, for the sake 
of argument, we assume that 50 per cent of foreign trade is covered 
by means of Forward Exchange transactions, then the effect of a 
premium or a discount of, say, 5 points for three months is, other 
things being equal, the same as an appreciation or depreciation 
of the spot exchange by 2^ points, provided that the covering 
is wholly done on a three months’ basis. This, of course, assumes 
that imports and exports of the country concerned are covered to 
an equal degree. This is not, however, necessarily the case. In 
fact, whenever there is a substantial premium or discount, it 
usually indicates the anticipation of an appreciation or deprecia- 
tion of the spot exchange, and consequently commercial covering 
of the exchange risk tends to become rather one-sided. If, for 
example, the forward franc is at a discount of 5 per cent, the dis- 
count will tend to affect French importers to a higher degree than 
French exporters, for most French importers cover the exchange 
while many exporters would prefer to stand a chance of gaining 
by a depreciation of the franc. Similarly, most foreign exporters 
selling in terms of francs will cover the exchange, while most 
foreign importers buying in terms of francs will prefer to leave 
the exchange open in the hope of a depreciation. Evidently, the 
approximate estimate of the effect of premium or discount on the 
trade balance of a country is not a matter of simple arithmetic. 

((}) EFFECT TllROlTGIl INTEREST RATES 

If the premium or discount on the Forward Exchange is more 
or less in accordance with Interest Parities, it is not likely to 
affect the trade balance otherwise than in the way indicated 
above. If, however, the forward rate is undervalued or overvalued, 
then it is likely to affect the trade balance by means of its influence 
upon interest rates. The undervaluation of Forward Exchanges 
leads to an outflow of funds employed in interest arbitrage. If the 
pressure is strong or persistent the result is a loss of gold ; and 
this, together with the competition of the higher yield on the swap, 
leads to higher interest rates in the losing country and lower 
interest rates in the gaining country. This argument was discussed 
in some detail in Chapter XXI, when we dealt with the effect of 
forward rates on interest rates. Here it is sufficient to add tJiat 
in so far as tlie undervaluation of a Forward Exchange leads to 
higher interest rates and tighter money conditions, and in so far 
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as these in turn lead to lower prices, it will have a favourable effect 
upon the trade balance. Conversely, in so far as the overvaluation 
of the Forward Exchange leads to cheaper and easier money and 
in so far* as this in turn leads to higher commodity prices, it will 
affect the trade balance unfavourably. From this point of view 
the working of the Forward Exchange system tends to provoke 
automatic adjustment to some degree. 

Even if the effect of the undervaluation of forward rates com- 
pared with their Interest Parities is not sufficient to bring about a 
fall in prices, or even to check the rising trend in prices, it doubtless 
contributes to the slowing down of the upward movement. In 
France, for instance, the rise in prices during the second half of 
1935 and the first three-quarters of 1930 would probably have 
been even more pronounced than it actually was had money 
conditions not been made tight by the depreciation of the forward 
franc. 

Thus the depreciation or appreciation of a Forward Exchange 
gives rise to a tendency towards a readjustment of the trade balance 
of a country with an overvalued or undervalued currency, both 
through its direct effect upon imports and exports, and through 
its indirect effect upon commodity prices through the intermediary 
of interest rates and the supply of credit. Exce2)t, however, in 
entirely abnormal conditions, such as existed in France during 1935 
and 1936, the importance of these influences upon the trade balance 
is probably not very great. 



CHAPTER XXIV 


INTERNATIONAL LENDING AND FORWARD EXCHANGE 

(1) EFFECT OF SHORT-TERM LOANS 

The role played by investment abroad in providing one of the 
sources of the activity of the Forward Exchange market has been 
discussed in Chapter XTII. We have seen that many of those who 
invest their capital in a foreign country have acquired the habit 
of liedging against the risk of the depreciation of its currency. In 
Chapter XIV we have seen that to a large extent short-term balances 
held in a foreign currency are also covered by Forward Exchange 
operations. In both of these chapters we confined ourselves to 
examining the ways in which international long-term or short-term 
lending leads to an increase of the volume of Forward Exchange 
business. In the present chapter wo shall attempt to examine how 
international lending affects forward rates and, conversely, how 
forward rates and the existence of the Forward Exchange system 
in general affect international lending. 

The effect of short-term lending on forward rates is, as a rule, a 
buying pressure on the Forward Exchange of the lending country 
and a selling pressure on the Forward Exchange of the borrowing 
country. The pressure naturally depends upon the extent to which 
short-term credits are covered — by the borrower if they are granted 
in the currency of the lender, or by the lender if they are granted 
in the currency of the borrower. The general rule does not neces- 
sarily apply to acceptance credits, for these may be used to finance 
trade between two foreign countries. If the credit is granted by a 
London acceptance house to a German exporter to the Argentine, 
the German sells the spot sterling as soon as the bill is accepted 
and discounted, so that there is no need for him to cover any 
exchange risk. On the other hand, the Argentine importer of 
German goods will cover the exchange on the sterling payment he 
has to make in three months’ time. In this instance it is not the 
Forward Exchange of the country to which the credit is granted 
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but the Forward Exchange of the third country that is affected 
adversely by the operations. From the point of view of the effect 
on forward sterling, however, it is immaterial whether the payment 
in three montlis’ time is covered by Germany or by the Argentine. 
So long as the sterling acceptances are discounted in London, the 
granting of acceptance credits involves a selling pressure on spot 
sterling and a buying pressure on forward sterling. 


(2) AOCEPTANCE AVAILMENTS AND FORWARD RATES 

An increase in the volume of availments of acceptance credits 
tends to result in a weaker spot sterling and a firmer forward 
sterling ; conversely a decline in availments results in a firmer 
spot sterling and a weaker forward sterling. This assumes, of course, 
that the relative extent to which the sterling bills are discounted 
in London or abroad remains the same. Availments may bo 
increased owing to a reduction of the discount rate or owing to a 
depreciation of the forward rate. They may decline as a result of 
a higher discount rate or an appreciation of the forward rate. Be- 
cause of these tendencies, the existence of acceptance credit facilities 
in a centre does much to level out discrepancies between Interest 
Parities and forward rates. In a centre which does not grant 
acceptance facilities the discrepancies are apt to widen until it 
becomes profitable for foreign arbitrageurs to overdraw their 
accounts in that centre ; but as between acceptance centres the 
shifting of availments from one to another tends to check the 
widening of the discrepancies long before the forward rates have 
reached their loan points. In other words, in acceptance centres 
the tendency of discrepancies to provoke their own corrective is 
stronger than it is in centres without acceptance facilities. 

The extent to which availments are shifted from one acceptance 
centre to another is very difficult to ascertain. They cannot always 
be shifted whenever a shifting would be profitable. Even though 
banks may have unavailed acceptance credits in several centres, 
it is not always possible for them to switch over at a moment’s 
notice from one centre to another, for the sake of a difference of, 
say, I per cent per annum. To a large extent the financing of 
certain branches of trade is governed by tradition and custom. All 
the efforts to shift the financing of autumn cotton movements to 
dollar acceptances instead of sterling have produced only a partial 
and temporary result. In many instances agreements fix the method 
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of payments, and it would require lengthy negotiation to obtain an 
alteration in order to switch the availment from one eentre to 
another. On the other hand, where overseas acceptance credits 
are arranged by banks for their clients, the banks are in a position 
to use dollar acceptances even if their clients require sterling, since 
they can always cover the sterling-dollar exchange risk. It may 
be profitable for them to do so to take advantage of a discrepancy 
between the sterling-dollar forward rate and its Interest Parity. 

( 3 ) ACCEPTANCE CREDITS AND INTEREST PARITIES 

During busy seasons borrowers usually come very near the 
limits of their credit lines in all centres ; in that event they are 
not in a position to choose between the cheaper and the more 
expensive credits. Most of the time, however, they have unavailed 
credits lines in more than one centre. When competition is keen 
and commission rates are low, the cost of covering the Forward 
Exchange may well be the deciding factor in determining upon 
which of the various centres a borrower shall draw. It is no exag- 
geration to say that, even if there were no international movements 
of funds through interest arbitrage, in normal conditions the shifting 
over of availments would in itself be sufficient to make the Interest 
Parity theory work to a reasonably high degree so far as the accept- 
ance centres are concerned. 

Discrepancies between Interest Parities and forward rates are 
apt to become relatively wide when in normal conditions the 
existence of gold points prevents forward rates from adjusting 
themselves to changes in Interest Parities. It is on such occasions 
that there is good scope for switching over from one acceptance 
centre to another. Otherwise, in normal conditions the discrepancies 
may bo too short-lived to provide adeejuate opportunity for it, 
for the shifting of deposits is a more elastic process and holders 
of funds are in a better position than borrowers to take advantage 
of passing discrepancies. 

One reason why acceptance credits are different from other 
forms of credits from the point of view of their effect upon forward 
rates is that bills drawn under them can be discounted in the 
borrowing country or in some other country, and not necessarily 
in the lending country. This means that, while an overdraft 
granted by a London bank to a foreign borrower is covered as a 
rule in the Forward Exchange market and gives rise to buying 
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of forward sterling, a bill drawn under a London acceptance credit 
will not give rise to a net demand for forward sterling unless it is 
discounted in London. If it is discounted abroad, the borrower 
may buy forward sterling, but the holder of the bill may sell 
forward sterling, and the two operations cancel each other out. 
Similarly if the bills are discounted in London but are subsequently 
acquired on foreign account as very frequently happens — then, 
here too, the buying pressure on forward sterling caused by the use 
of acceptance availments will subsequently be cancelled out by a 
corresponding selling pressure on the part of foreign holders of the 
bills. If the short-term loans assume the form of cash advances or 
deposits, then the effect is usually the same as in the case of the 
majority of acceptance credits. There will be a heavy selling pres- 
sure on the spot exchange and a buying pressure on the h'orward 
Exchange of the lending country. And which comes to the same 
thing — there will be a buying pressure on the spot exchange and a 
selling pressure on the Forward Exchange of the borrowing country. 
This rule holds good more generally than in the case of acceptance 
credits, for the exceptions noted above do not arise. 


( 4 ) LONG-TERM LOANS ANT) FOR\VARD RATES 

The effect of long-term lending upon forward rates depends 
upon the nature of the operation and on the use made of the loan 
proceeds. If a long-term loan is granted in terms of the lender’s 
currency, it will give rise to Forward Exchange transactions only 
if the borrowers choose to leave ])art of the proceeds in the lending 
centre or to repatriate the proceeds by means of forward rather than 
syiot transactions. In cither case the result is a selling pressure on 
the Forward Exchange of the lending country and a buying ])ressure 
on the Forward Exchange of the borrowing country. Thus the 
direct effect on forward rates is the reverse of that of short-term 
lending.^ 

If a long-term loan is granted in the currency of the borrowing 
country, then it is not likely to affect forward rates, unless the 

^ Herr H. H. Hohlft^ld, in his book Die englisch-amerikanifichen GeUlrnarkt- 
Beziehungen unter dem Ooldftlandard (Stuttgart, 1930, C. E. Pocscliol Verlag), 
pp. 68-69, points out that tho pronccfls of German long-term loans during tho period 
of post-war stability were to a largo extent provisionally invested in tho London 
market, and tlio exchange risk covered through the forwanl purchase of reichsmarks. 
Sometimes even tlio proceeds of dollar loans were transferred to London, thereby 
causing a buying pressure on spot sterling and a soiling pressure on forward sterling 
tlirough the covering operation. 
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lender from time to time considers it advisable to hedge against a 
depreciation of his assets. As a general rule it may be said that 
the majority of long-term loans produce no direct effect upon 
forward rates, as they do not involve l^'orward Exchange trans- 
actions. To some extent, however, international long-term lend- 
ing may affect forward rates indirectly through its effect upon 
spot rates. 


( 5 ) KFFECT OF OVER-LENDING 

Should lending abroad assume sufficient dimensions to cause a 
material depreciation of the spot rate, the forward rates may 
become overvalued compared with their Interest Parities. This 
is particularly likely if over-lending leads to the depreciation of 
the spot exchange to the vicinity of gold export point. When such 
a situation arises it becomes profitable to transfer short-term funds 
for interest arbitrage to the lending centres ; and the stimulus to 
such transfers is increased by the fact that over-lending tends to 
increase interest rates in the lending centre and to reduce interest 
rates abroad. The influx of short-term funds through interest 
arbitrage tends to counteract to some degree the adverse effect of 
over-lending on the spot exchange. Thus the working of the 
J nterest Parities tends to disguise the effect of over-lending. London 
lends to foreign borrowers in the form of long-term loans and auto- 
matically reborrows the funds, as a result ()f interest arbitrage, in 
the form of short-term deposits. 

These assumptions are correct only if and wlicn the proceeds of 
long-term loans are not left in the lending country. When part of 
the proceeds is so left, the pressure on the spot exchange is lessened, 
while the pressure on the Forward Exchange may be strengthened 
by the covering of the unused balances. If the proceeds are spent 
in the lending country, then neither the spot nor the forward rate 
is affected. Short-term lending abroad tends to adjust itself auto- 
matically through its effecjt on the forward rate and upon money 
rates at home and abroad. Very often London lends to foreign 
borrowers and automatically reborrows in the form of arbitrage 
funds. This is one of the ways in which the existence of Forward 
Ex(;hange focilities encourages the increase of floating international 
balances. In the absence of Forward Exchange facilities, the 
effect of over-lending, whether on short-term or on long-term, 
would be more evident, since the lending centre would not be in 
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a position to re-borrow so easily as it does through the automatic 
working of covered interest arbitrage. 

The system of Forward Exchange has created a vicious circle 
through which funds can flow to and from London almost in- 
definitely. While the immediate effect of the working of this 
vicious circle is the adjustment of temporary disequilibrium created 
by over-lending, its long-range effect is the creation of large potential 
disequilibrium. If over-lending assumes the form of long-term loans, 
then the effect of the working of this vicious circle is much more 
harmful than in the case of short-term loans. With short-term 
loans, the counterpart of the influx of arbitrage funds is a corre- 
sponding amount of liquid credit, and no danger can arise so long 
as these credits are really as licpiid as they are supposed to be. In 
the case of long-term loans, however, the influx of arbitrage funds 
simply involves a net increase of the “ negative gold reserve ”, for 
the counterpart is in the form of long-term lock-up investment. 
The lending centre is enabled to lend the same funds over and over 
again, owing to the effect of arbitrage in disguising the real position. 


(()) INCmKASK OF FLOATING BALANCES TJUlOUGn THE 
FORWAKD EXCHANGE SYSTEM 

During the years 1927 to 1931 wo heard a great deal about the 
extent to which the o[)eration of the gold excdiange standard led 
to the duplication of credit. It is not generally realised that the 
working of the Forward Exchange SJ^stenl tends to lead to the same 
result, by enabling the lending centre automatically to rc-borrow 
any excess lendings. There are also other ways in which the 
working of the Forward Exchange system tends to increase the 
volume of international floating indebtedness. In order to be able 
to satisfy the deinand for Forward Exchange facilities after the 
war, all banks with international connections adopted the habit 
of keeping balances abroad and obtaining overdraft facilities from 
foreign banks. These arrangements added to the volume of actual 
and potential floating funds. Moreover, the ])rofit possibilities of 
covered interest arbitrage encouraged the custom of keeping large 
balances in foreign centres. In certain countries, especially on the 
continent, the swap habit was not confined to banks, for even the 
general public took a hand at times, thereby increasing the volume 
of funds engaged in interest arbitrage. 

The Forward Exchange development, by providing facilities 
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for covering the exchange risk, also contributed to the iiost war 
increase of international floating indebtedness by helping to create 
a feeling of security. This again encouraged foreign lending, 
borrowing and investment, in spite of the relative uncertainty of 
general conditions during the period of post-war stability. Once 
they had covered their exchange risk, the banks considered their 
foreign deposits to be as safe as they wore before 1914, when the 
gold standard was altogether above suspicion. 

(7) DOES FORWARD EXCUANGE LEAD TO DC/PLICATTOX 
OF CREDIT ? 

The question whether interest arbitrage through swaj) trans- 
actions leads to a duplication of credit is well worth examining. 
In transactions between financially strong (jounirics the answer is 
in the negative. A British bank with arbitrage funds in New York 
or Paris would not include those funds among its casli assets. Nor 
would leading American or French banks do so. The amounts 
kept in foreign balances do not serve as a basis for credit at 
home. Moreover, what they lend abroad through swaj) trans- 
actions they cannot lend at home. At the same time, the high 
degree of li(|uidity of such funds probably encourages a degree of 
internal expansion which would not take place if the same amount 
had been employed in home trade or even in uncovered foreign 
balances. 

The position is very dilTcrcnt with banks of financially weaker 
countries, which, during the period of stability, regarded sterling, 
the dollar and the franc as absolutely safe. Such banks regarded 
their covered deposits in these curremnes as first-rate cash assets, 
and considered them to be even safer than balances with their own 
('entral Banks. The deposits thus served as a basis of internal 
credit expansion in those countries, although at the same time the 
identical funds were being employed, either at home or abroad, by 
the British, French or American banks. Such a situation would 
probably arise, however, even in the absence of Forward Exchange 
facilities, since the financially weaker countries would regard their 
balances in strong countries as cash assets even if the h'orward 
Exchange were not covered. But it seems reasonable to assume 
that the existence of Forward Exchange facilities leads to an 
increase of the total of such balances, covered and uncovered -to 
assume, in other words, that, in addition to the balances which the 
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financially weak countries would be able to keep in the financially 
strong countries without covering the Forward Exchange, they 
would be able and willing to transfer funds to the financially strong 
countries with the Forward Exchange covered. This means that 
Forward Exchange facilities have stimulated that curiously absurd 
process by which poor countries in great need of capital have been 
lending to rich countries, without at the same time depriving them- 
selves of the use of the funds lent abroad. 

This anomaly is one of the characteristics of the Forward Ex- 
change system. On the one hand it secures a flow of loans from 
rich countries to poor countries by providing the means by which 
the lenders or the borrowers can cover their exchange risk. On 
the other hand it very often provides the channels through which 
poor countries lend to rich countries. Whenever the Forward 
Exchange of a country is undervalued it is profitable to transfer 
funds to countries whoso Forward Exchange is overvalued. We 
have seen that the heavy discount on forward francs during 1 035-36 
led to a wholesale outflow of French funds, even though interest 
rates in Paris were much higher than in London or New York. As 
a result of the w^orking of the Forward Exchange system, money 
can go from where it is dear to where it is cheap. Thus in addition 
to leading to an increase in the volume of international floating 
indebtedness, the system also diverts the flow of funds from normal 
to abnormal channels. 

There is yet another way in which the Foiward Ex(;hangc 
system is apt to create anomalies in the sphere of international 
lending. Long-term borrowers may find it convenient to repatriate 
the proceeds of their loans by forward ratlu?r than spot transactions. 
If this is done on a sufficiently large scale the Forward Exchange 
of the borrowing country becomes overvalued. As a nvsult, long- 
term lending by a centre, instead of loading to short-term borrowing, 
leads to short-term lending to the borrowing country. 



CHAPTER XXV 


THE RELATION BETWEEN SPOT AND FORWARD RATES 

(1) EFFECT OF SPOT RATES ON FORW ARD RATES 

To answer the question of how spot and forward rates react 
upon eacfi other, it is necessary to examine : - 

1. The effect of spot operations, or movements in spot rates, 
upon forward rates ; 

2. The effect of forw^ard outright operations, or movements in 
forward rates, upon spot rates ; and 

3. The effect of swap operations upon botfi spot and forward 
rates. 

There is a widespread impression tliat spot operations, or move- 
ments in spot rates, do not affect forward rates. This impression 
originates from tlie fact that at times of excited dealing, when most 
of the business is done in the spot market, forward rates remain 
unchanged for a wdiile because dealers have no time to pay attention 
to them. When, liow'evcr, the commitments are adjusted, then 
dealers usually revise their forward quotations in the light of the 
changed situation. A change in the spot rate usually alters the 
market’s view of the prospects for the exchange concerned, and this 
alteration expresses itself in a change in the forward rates. 

Under the gold standard, movements in the spot rate in certain 
circumstances tend to cause the forward rate to move in an opposite 
direction. This is the case whenever the spot rate is approaching 
gold point. Tlic nearer it comes to gold point, the narrower the 
premium or dis(Jount on the forward rate tends to become, for, so 
long as there is conlidencc in the stability of the currency, it cannot 
go beyond gold point. But even in the absence of any gold points, 
the market usually takes a view^ as to whether the movement in 
the spot rate has gone far enough, and, before the spot rate reacts, 
the forward rate anticipates the movement. If, on the other hand, 
it is assumed that the prevailing tendency in spot rates will con- 
tinue, then there will be a speculative anticipation in the forward 
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market. Thus forward rates tend to move towards the level at 
which the spot rates are expected to be by the time the forward 
contract falls due. 

( 2 ) EFFECT OF FORWARD RATES ON SPOT RATES 

To analyse the way in which spot operations or movements in 
spot rates affect forward rates is a (jomparaiively simple matter. 
The task of examining how outright forward operations or move- 
ments in forward rates affect spot rates is, however, much more 
difficult. According to one theory, any selling or buying pressure 
on the forward rate produces a direct effect on the spot rate in 
that it increases the total supply of, or demand for, the currency 
concerned. It is argued that if a bank sells forward francs out- 
right in the market it adds to the total supply of francs and there- 
fore its operation tends to depreciate the spot rate as well as the 
forward rate. This theory, however, seems to me unacceptable. 
While the acquisition of spot francs enables the buyer to sell cither 
spot or forward francs, tlie acquisition of forward francs docs not 
in itself enable him to sell spot francs. 

It is true that, in many instances, a holder of spot francs, by 
acquiring forward francs, is in a position to sell his spot francs 
without thereby creating a short position, but then he is in a 
position to do so in any case by means of a swap transaction, 
instead of by buying outright and subsequently selling the spot. 
Moreover, by such a deal the seller of forward francs may also be 
placed in a position to buy spot francs. Admittedly, it is true 
that certain transactions can be done either in the forward market 
or in the spot market, and that therefore tlie possibility of selling 
the forward excjhangc acquired might divert selling pressure from 
the spot exchange. But in choosing these alternative transactions 
the operator is in effect engaging in interest arbitrage operations. 
And, in that case, it is these interest arbitrage operations and not 
the forward outright operations that affeijt spot rates. 


( 3 ) EFKECT OF COVKRING FORWARD FOSITIONS RY MEANS OF 
SCOT TRANSACTIONS 

Apart from their influence on interest arbitrage, outright for- 
ward operations are apt to affect spot rates also because of the 
practice of the banks of covering their outriglit forward operations 
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in tlie first instance by means of spot operations. When a banker 
buys forward francs, lie usually covers himself in the market by 
means of selling spot francs. The immediate result is that the 
spot franc tends to depreciate. Admittedly the banker’s next move 
is to undo his commitment in the market by a swap transaction, 
buying spot francs against forward francs ; this second operation, 
while causing a depreciation of the forward franc, should go a long 
way towards reversing the effeett of the first operation upon the 
spot franc. In this respect 1 am once more on highly controversial 
ground, however, for a very substantial section of expert opinion 
considers that swap transactions affect the forward rate exi^lusively 
and leave the spot rate unaffected. If this were true, it would 
mean that an outright forward transaction, having in the first 
place caused a depreciation of the spot rate, causes in the second 
instance a (h^preciation of the forw^ard rate also, at the same time 
leaving the spot rate at its deprecaated level. This would mean 
that, as a result of the current jiractice of covering outright forward 
operations in the first instance in the spot market, sikjIi operations 
must produce twice as pronounced an effect on exchange rates as 
they would if they were to be (covered by outright forward opera- 
tions. First they produce their full effe(;t on the spot rale and 
then they produce tlieir full effeid. on the forward rate. Obviously 
this sounds too absurd to be right. There is no reason to supiiose 
that on balance the net effect of the combination of the swa]) and 
spot opei’ations differs fundamentally from the effect which would 
be produced by a simple outright operation. 

We mentioned above that outright ojierations (‘onld affect sjiot 
rates by giving rise to interest arbitrage operations. They can do 
so by bringing about either an overvaluation or an undervaluation 
of the foi’ward i*ates compared with their Interest Parities. If these 
arbitrage ojierations assume the form of jiassive interest arbitrage, 
then their effccit on the spot rates is evident. Let us take an 
example. Siieculative forward selling of francs results in an under- 
valuation of the forward franc, and this means that it becomes 
Iirofitable for French banks to keep balances in liondon. When 
selling forward sterling to their clients, the French banks cover 
themselves by buying spot sterling, and then, instead of undoing 
the commitment by selling spot sterling against forward, they 
simply keep the sterling until the forward contrac^t matures. 
Evidently, by doing so they accentuate the buying pressure on 
spot sterling and the selling pressure on the sjiot fram?. 


Q 
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( 4 ) EFFECT OF SWAP OPERATIONS 

If, however, the arbitrage operations stimnlated by the specu- 
lative (Icprecaation of tlie forward franc assume the form of active 
interest arbitrage tlii'ough swap transactions — that is, the buying 
of spot sterling and the selling of forward sterling — then the fact 
that these operations affect spot rates is less obvious, indeed, it is 
of (Irst-rate theoretical as well as ])racti(;al importance to ascertain 
how swap operations affect spot and forward rates. It is very 
commonly believed that they exert their whole effect on forward 
rates and leave spot rates entirely unaffected. This view is held 
on the ground that, siiu^e dealers engaged in swap operations are 
coiu^crned only with the margin between the spot price and the 
forward price of the currency, any discrepancy between the supply 
and demand can be adjusted by a corresponding modification of that 
margin alone. 

It is also argued that, since a swap transaction does not alter 
the total combined supply of spot and Forward Exchange avail- 
able for sale, there is no reason why it should affect the “ basic ” 
spot rate. 

Although these arguments are put forward by some of the 
leading pi’actic^al experts, they sound to me uttcu'ly uiujonvincing. 
They aie based on an erroneous belief that the s|)ot exchange is 
something fundamentally different from the Forward Ex(^hange. 
According to this theory, if the relation between the supply and 
demand requires an adjustment of the margin between the spot 
pri(*e and the forward ]n*icc of an exchange, the spot price remains 
as rigid as a rock and the whole effect is produced on the clastic 
forward pricre. In reality, the difference between the spot exchange 
and the Forward Exchange is merely one of degree. After all, it 
ought to be recalled that a spot transaction is in substance a two 
days’ forward transaction. The difference l)etween a spot sale and 
a forward sale for three months is that in the first instance the 
exchange has to be delivered in two days, while in the second 
instance it has to be delivered in, say, 02 days.^ Thus a swap 
transaction really amounts to the purchase or sale of short Forward 
Exchange against longer Forward Exchange. 

^ "I’his c-onooplion iliat sf)ot ii'ansaca.ions aro in roaliiy kIioH forward transac- 
tions is j^aining ground in ])rjictkal hanking circles. Mr. fl. C. F. Holgalo, in tho 
introductory noh; to his hook, Fordtjn Kjrchfuuje Accounts pyr Fankarfi (London, 
16;i4), lays special stress opon tlio lofjic of tlin view that all niarkot contracts (with 
tho exc(;ption of “ vuluo today ” transactions) should bo treated as forward deals. 
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Nobody would Kiink of arguing that a purcliaac or sale of For- 
ward Exchange for one inontli against three months affects ex- 
clusively the rate for thnje months and leaves the rate for one 
month unaffected. Nobody would claim that the effe(it of a purchase 
or sale of Forward Excliange for one week or three days against 
three months would ho confined to the rate for three months. And 
yet (piite a number of intelligent people most emphatically argue 
that when it comes to the purchase of exchange for two days 
against three months the (anmmstancos become totally different, 
and that the rate for two days is sacrosarujt and immune from tlie 
influence of the swap operation, which spends all its forces upon 
the rate for three months. 

In reality, experience shows that the impact of sw ap operations 
works in Ixdh directions, and affects both forward and spot rates. 
For instance, at the end of 1 the re])atriation for window-dressing 
purposes of British bank balances from New York in the form of 
selling spot dollars and buying sliort forward dollars distinctly 
affected also the spot rate, even though dealers engaged in the 
operations were solely concerned with the margin representing the 
cost of the operation. ^Fhe relative extent to which spot and 
forw'ard rates are affected by swap transactions depends to a large 
degree upon the natuie of the counter|)art. I readily admit that, 
sin(‘e the spot market is much wider than the forward iiiarket for 
any one date, a sw^ap transaction tends to alTect the forward rale 
to a larger degree than the spot rate, l^ut I am satisfied that 
active interest arbitrage through swaip operations tends to shift 
funds from one (;entrc to another, and it must, thoreforo, affect 
the spot rate. If done on a large scale under the gold standard, it 
may lead to a corresponding temporary shifl ing of gold from the 
losing to the gaining centre. 



CHAPTER XXVI 


LON(J SHORT FORWARD RATES 


(1) nTSCHKrAN(HES HETWEEN LONG AND SHORT QUOTATIONS 

Throughout the previous chapters we have been examining the 
factors affecting forward rates in general, without particular regard 
to the difference between various maturities. We must now ex- 
amine the relation between long and short forward rates. If tlie 
rates quoted were proportionate to the length of the forward (jon- 
tract — i.e. if the rates on a percentage per annum ])asis were always 
the same for long as for short Forward Exchange there would be 
no need for any special explanation. In reality, the forward rates 
quoted nowadays arc very seldom exactly })roportiona(.e to the 
length of the (jontract, except for brief periods. Tt was only during 
the earlier stages of the development of the forward market, when 
the rates quoted were largely" artificial, that short rates and long 
rates were proportionate. In ex(;hanges which have a bad forward 
market the same situation still exists. The rates (juoted, being 
largely arbitrary, are either exactly the same figure for one month, 
two months or three months, or they are exactly proportionate to 
the length of the contract. In a good, sensitive market, the ratio 
between long and short rates is subject to fluctuation. 

When foiwvard rates expressed as a percentage ])er annum are the 
same for long and short maturities, then they are at (U|uilibrium in 
relation to each other. When short forward rates on a i)ei c(uitage per 
annum basis are higher or lower than long forward rates on a similar 
basis, then there is a discrepancy ])etw'ecn them. If we say that 
the premium or discount on long Forward Exchange is wdder than 
on short Forward Exchange, this will mean not only that the a(;tual 
figure is higher — which is natural -but that the ccpii valent of 
the rate in percentage per annum is higher. Again, if we say that 
the premium or discount on short Forward Exchange is wider than 
on long Forward Exchange, we do not mean that the actual (piota- 
tion is higher — which again is unlikely — but that, allowing for 
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the difference in their maturities, it represents a higher percentage 
per annum. 


(2) OVER-SIMrnTFTEn EXPLANATION 

Tlie popular explanation of the discrepancies that arise from time 
to time between short and long forward rates is that they are due 
to disparities between supply and demand for particular maturities. 
This explanation does not, however, carry us much further. Nor is 
it even strictly correct in every instaiu^e. If the difference between 
interest rates in two centres is not the same for one month as for 
three months, then the Interest Parity theory itself justifies a 
discrepancy between long and short forward rates. Indeed, the 
equilibrium rate would be different for one month and for three 
months and a discrepancy could arise without there being any 
disparity between supply and demand for any |)articular maturity. 
In this instance, as in so many instances, it is evident that over- 
simi)lification of a highly involved subject cannot produce an 
adequate explanation. 

Another ex])lanation, which also over-simplifies the position, 
is that the relation between long and short forward rates is detcr- 
iniiKjd by the view taken by the market about the imminen(?e of 
movements in the spot rate. It is said that, if devaluation or 
depreciiation of a currency is expected to take place within one 
month, then it stands to reason that the dis(?ount should be rela- 
tively wider for one month than for three months. If on the other 
hand devaluation or de])reciatioii is not considered so imminent, 
then ])r(^ssure will be stronger on longer maturities, and the dis- 
count will be wider for three months than for one month. This is 
undoubtedly true, but contains only ])art of the truth. The full 
explanation of the discrepancy between long and short forward 
rates is much more involved, and does not lend itself to reduction 
to a simple formula. 


(2) DlSCaiECANCaES UETWEEN INTEKEST PARITIES FOR 
VARIOUS PERIODS 

There arc a number of fa(;tors that influence the relations Ix^- 
tween long and short forward rates. We have already seen that 
the differeiKje between interest rates for long and short loans pro- 
vides a justitication for discrepamaes. As a general rule, money 
is cheaper for one month than for three months, and the disc;repancy 
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between rates for one month’s bills or deposits in two centres is 
likely to be narrower than the difference between rates for three 
months’ bills or deposits. It may therefore be said that in 
normal (ionditions there is a tendency towards slightly wider for- 
ward rates for long periods than for short periods. In the case of 
the forward dollar there is, at the time of writing, a specific reason 
why the prcniinm for one month should be wide. American 
banks have adopted the practice of declining to allow interest on 
foreign banking deposits for the first month. Since this practice 
has not been adopted in most other centres, it stands to reason that 
less funds will be transferred for interest arbitrage to New York 
for investment in one month’s deposits than for three months. 
This means that, during a period when most arbitrage funds are 
invested in time deposits, there is less selling of one month’s dollars 
than of three months’ dollars on account of interest arbitrage. As 
a result, the premium for one month is apt to widen to a larger degree 
before interest arbitrage checks its upw'ard movement. On the 
other hand, when most arbitrage funds that find their way to New 
York are invested in call money, the pressure caused tends to be 
stronger on forward dollars for one month than for longer maturities, 
for the simjile reason that the Korw^ard Exchang(5 on funds invested 
in call money is seldom covered for periods longer than one month. 


( 4 ) THE COMMERCIAL FACTOR 

In abnormal conditions the discrepancy between long and short 
interest rates is of small importance com[)ared with the other 
facjtors which operate. Even in normal conditions there are various 
fa(?tors at work which cause discrepancies between long and short 
rates, a])art altogether from those justified on a strictly interest 
basis. There is, among others, the relation between su])ply and 
demand for commercial i)urx)oscs. Foreign trade is very largely 
based on three months’ credits, and merchants cover their exchange 
risk mostly for three months. This moans that the commercial 
fa(;tor tends to influence long rates to a larger degree than short 
rates. This fa(*tor is often counteracted by conflicting influences, 
but its existence can lUiverthelcss be ascertained. 

When there ap[)ears to be reason for anticipating a depreciation 
of the currency, and there are likely to be more (^orimiercial sellers 
than commercial buyeis of the Forward Exchange, then selling 
pressure affects the three months’ rate to a higher degree than the 
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one month’s rate. It is true that when the discount for three 
months is too wide it might appear more profitable for mcrcdiants 
to sell for a shorter period, cspecjia lly if the depreciation is anticipated 
to take place within a short time. The majority of merchants 
cannot, however, be bothered with involved arrangements whicli 
necessitate the renewal of their forward conunitments. They like 
to know where they stand, and like to cover their exchange risk to 
maturity, unless the cost of the cover becomes prohibitive. It is 
therefore safe to assume that while the interest factor generally 
tends to keep short forw^ard rates narrower than long forward rates 
the commercial facitor tends to produ(;e the opposite clicct. 

The commercial factor is to some extent res[)()nsible for suddem 
changes in the rdation between short and long forward rates when 
an acute wave of distrust of the (Mirren(;y develops. An acute 
attack on the currency leads to the sudden widening of tiie discount, 
and this may tend to rediuie the discrc])ancy between cominerdal 
buying and selling. Thus the I^ritish importer who owes fran(;s, 
or the Frendi exporter wlio expects sterling, both of whom have 
hitherto j)referred to leave the exchange uncovered in anticipation 
of a devaluation of the franc, may be induced by the widening of 
the forward discount to take a profit by covering the exchange. 
Since these operations affect three months’ francs to a much larger 
degree than one month’s francs, they tend to moderate the discount 
on three months’ francs compared with the discount on one month’s 
francs. 


(5) KFFKfT OF TIMK AKIUTKA(;F 

Let us now examine how the relation between short and long 
forward rates is affected by time arbitrag(\ It is the function of 
arbitrage to smooth out glaring discrepancies between sliort and 
long Forward Fxdianges. Thus it may well be asked liow it was 
that sudi very wide discrepancies persisted during tlie years 11)35 
and n)3f). While it is understandable that during the excitement 
of an acute crisis very pronounced discrepancies should develop, 
how Avas it that time arbitrage failed to smooth out the discre])ancy 
between short and long rates during the relatively calm months 
between two acuito attacks on the franc ^ The truth of the matter 
is that when margins are wide, as they generally were during 
1935~3(), time arbitrage involves a faiily (considerable speculative 
risk. Not every arbitrageur is prepared to take that risk, and 
none will take it to an unlimited extent. 



232 


THK THEORY OF FORWARD EXCHANGE 


PART IV 


There arc two ways to which time arbitrage can operate. Those 
who expect that forward rates will widen within the next three 
months sell three months forward and cover themselves by buying 
forward for one month or possibly for even shorter periods. Those, 
on the other hand, who expect that forward rates will become 
narrower within the next three months buy three months forward 
and cover themselves by selling forward for one month or for 
shorter periods. The changes in the spot rate during the periods 
concerned do not affect eitlier type of arbitrageur, but both can 
make substantial profits or suffer substantial losses according 
to whether changes in forward rates are in the direction antici- 
pated. 

When the discount on forw^ard francs was relatively narrow, 
most arbitrageurs took the view that it was likely to widen. For 
this reason, they were sellers of three months francs and buyers 
of one month francs. This w^as jiartly responsible for the relative 
narrowness of the discount on one month forward francs in the 
period before the crisis. On the other hand, the moment the specu- 
lative attack on the franc resulted in a widening of the forward 
rates, many arbitrageurs ebanged their views and antici])ated a 
narrowing of forward rates, whether in consequence of the ])assing 
of the crisis or through a devaluation of the franc. This assumption 
was reasonable, since no acute crisis can last longer than a few 
days, or a few wrecks at the utmost. Thus arbitrageurs became 
sellers of short forward and buyers of long forward, (k)nse(iuently, 
their operations offset the widening tendency of three months Irancs, 
while at the same time they ac(^entuatod the dcjireciation of one 
monili foi’w^ard francs. 


(6) “ FORWARD QUOTATION OF FORW AKD RATIOS ” 

It may be said that the discrepancy between short and long 
forward rates is to a large extent a forward fjuotation of forward 
rates. The discrepancy is influenced not only by the views taken 
by spe(;uIators and commercial operators about the pros[)ects for 
spot rates, but also by the views taken by arbitrageurs about the 
prospects of forward rates themselves. To add another element 
of complication, it is also influenced by the views taken by the 
arbitrageurs about the prospects of changes in the relation between 
long and short forward rates. When, in consequence of speculative 
and arbitrage operations, the discount for one month becomes dis* 
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proportionately wider than for three months, this may not neces- 
sarily discourage speculators from selling for one month in pre- 
ference to throe months, but it may discourage arbitrageurs from 
selling for one month against three months. 

Time arbitrage docs not necessarily operate so as to cause a 
smoothing out of discrepancies betAveen long and short rates. On 
the contrary, very often it tends to accentuate these discrepancies. 
This is because a speculative element is introduced into arbitrage 
and interferes with the traditional smoothing role of arbitrage. In 
any case, as we have pointed out, the resources at the disi)()sal of 
arbitrageurs are by no means unlimited, so that their influence for 
better or for worse is often not the predominant factor in the 
market. 


( 7 ) THE SPECULATIVE KACTOK 

During abnormal conditions the main influence is of (;ourse 
the speculative fa(;t()r. It stands to reason that s})eculato7’s do 
not want to pay more for their speculation than they can luflp, 
so that if they think there is a eliancc that the expected event 
will materialise within a month they will not operate for longer 
periods. The other side of the picture is that they might have to 
renew their positions at the wrong time at considerable expense. 
For this reason, if they think that immediate depreciiation is im- 
[)r()bablc, speculators are likely to think it w'orth while to stand 
the cost of selling forward for long periods. During periods of 
acute (Tisis it is the custom of specmlators to sell for very short 
])eriods, for even though the percentage per annum ccpiivalent of 
the dis(H)unt for a few days may be exorbitant, the actual cost is 
usually negligible. 

VV^indow-dressing or end-of-year ])ressure may be res])onsible 
for abnormally wide forward rates for very short periods at certain 
dates. Since the temporary nature of these abnormal rates is 
evident, it provides excellent opportunities for tinie arbitrage 
to step in. 

Detailed examination of all factors that influence the discre- 
pancy between short and long forward rates would occupy a whole 
volume. The technical details must be fascinating to those inter- 
ested in the subje(;t, but they woukl be practicall>' unintelligible 
to the uninitiated. It is useful and ne(T\ssary to bear in mind the 
following rules : 

1. In normal conditions, when neither of the two currencies 
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involved is under suspicion, short forward rates are inclined 
to be, if anything, narrower than long forward rates. 

2. During periods of vague uneasiness about the fate of a 
currency but in the absence of an acute attack, speculative, 
coiuinercial, and time arbitrage operations tend to keep long 
forward rates materially wider than short forward rates. 

3. During jieriods of acute distrust, commercial, speculative, 
and arbitrage opc^rations tend to lead to wider short forward 
rates. 

4. Short forward rates are usually more sensitive towards dis- 
turbing inll lienees than long forward rates. Their range of 
fluctuations, expressed in percentage per annum, is wider 
than that of long forward rates. 



CJHAPTER XXVI r 


FORWARD FXCrHANOK UNDKR TIIK (JOLI) STANDARD 
AND UNDER PAPER CURRENCY 

(1) Drh’KKIlKNOl'] EXArUJERATKI) 

Hitherto we liavc been dcialing with the Forward Exchange 
system in general, without special regard to the difToreruje between 
its operation under stable monetary conditions and under (!ondi- 
tions of fluctuating currencies. It is true that occasionally we have 
pointed out the dilTcrcncc between the working of the various 
theories ac(;ording to whether the currencies concerned arc on an 
actual gold basis or whether they arc inconvertible. But this 
difTerence is suflicicntly important to justify a closer and more 
systematic exa mination. 

Several prominent experts- -among them ^\r. Keynes and 
Professor T. K. Gregory have been inclined to over-simplify the 
difference between the role played by Forward Exchange under 
the gold standard and under a ])a])er standard. Mr. Keynes wrote 
in 1922 ^ that while under the gold standard the effect of dear money 
used to be to draw gold from the chea])er centre for tcunporary 
employment in the dearer centre, nowadays ‘‘ the only immediate 
elTect is to cause a new' adjustment of the ditTcrence between the 
spot and forward rates of exchange between the two centres 
T’his idea is endorsed by Professor (h-egory,- according to whom 
“ under pa})er (uirrency standards a rise in the bank rate prodiu^es 
a shift between spot and forw^ard rates of exchange. Under the 
gold standard it causes a reversal of the llow^ of gold.” 

Admittedly, under an inconvertible ])aper currency, adverse 
pressure on an exchange caused by the interest factor, or by any 
other ffKJtor, cannot lead to an outflow of gold, unless, of course, 
the monetary autliorities are prep«arcd voluntarily to support the 
exchange by exporting gokl. Hearing this in mind, what actually 
' A Tract on Monctarjj RcJortn„ p. 137. 

2 T. K. (iregory. The Return to Gold (Eoudon, 1925), p. 18. 
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matters is not wlicthcr a country is te(3hnically on thcj gold standard 
but whether its authorities are prepared to part with gold whenever 
there is an adverse pressure on the exchange, and whether they are 
prepared to absorb gold whenever there is a buying pressure on the 
exchange. From this particular point of view, the regular working 
of an F]xchange Fqualisation Account almost amounts to th(5 exist- 
ence of a gold standard with wider and rather elastic gold points. 


(2) IMIKSSIJRE ON SPOT RATE NOT RELIEVED UNDER 
PAPER CURRENOY 

Both Mr. Keynes and Professor (Jregory seem to suggest by 
iinpIi(?ation that under the gold standard a difTerence between 
interest rates in two centres causes an adverse jiressure on tlu^ spot 
exchange leading to an outflow of gold, while under an inconvertible 
paper currency the spot exchange is saved from such pressure by 
a corresponding depreciation of the Forward Ex(;hange. There 
arc several reasons why this assumption cannot be accept(?d. 

Under the gold standard buying or selling pressure on the 
exchange may produce its efrec.t within the gold points, in 
which case the jiosition is exactly the same as iiiuhu* inconvertible 
paper currency. So long as rates arc within the range of gold 
points, there is no reason whatsoever to suppose that the role 
played by Forward Exchange is in any way different from what 
it is under in(3()nvertible ])aper currency. 

Moreover, the fact tfiat under inconvertible (uirreiKy gold is 
not allowed to leave the country does not in the least modify th(3 
initial effect of the Bank rate factor u])on the spot exchange. In 
both cases the increase of the Bank rate tends to depreciate the 
Forward Exchange, but the margin between the spot and forward 
jirico of the currency tends to widen also through tlui appreciation 
of the spot rate. Under the gold standard, gold leaves the country 
sim|)ly because an increase of the Bank rate in a foreign centre 
causes a selling pressure on the spot exchange. Under a [laper 
standard the selling pressure exists just the same as under the gold 
standard, only it is not allowed to lead automatically to an outflow' 
of gold. It simply ])roduces its full effect on the spot exchange. 


(3) ROLE OE DNCDVERED BAI.ANC’ES 
There is yet another reason for questioning the assum[)tiou that 
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under an iiujonvertible currency every [iressuro caused by tlie 
difference in interest rates affects the forward rate only. Under 
the gold standard as well as under an inconvertible paper currency 
it is only the transfer of covered balatuies that is affected by forward 
rates. Even if forward rates were to adjust themselves automatic- 
ally and instantaneously to a change in their Interest Parities - 
which, as we have shown in earlier chapters, is not the case -this 
would not prevent the transfer of uncovered funds from the cheaper 
to the dearer centre. While under a j)aper curremjy uncovered 
interest arbitrage does not exist, uncovered refugee funds may be 
shitted for the sake of the higher yield. As we shall see later in 
this chapter, under the gold standard high interest rates virtually 
cease to attraiit umjoviu’ed funds when the spot rate has apfireciated 
to gold import point. Under paper currency there are no gold 
import points, and the appreciation of the spot rate may go much 
further before it discourages uncovered investment. The pressure 
on the spot rate due to covered interest arbitrage is also apt to lie 
stronger under an in(?onvertible pajier currency than imder a gold 
standard, becjause discrepancies between forward rates and their 
Interest Parities are apt to be wider and more persistent. 

Under an inconvertible paper currency Central Thinks are less 
inclined to use the Bank rate for defending their exchanges against 
pressure due to higher interest rates abroad, but this is not because 
the Forward Exchange system assumes the role of shock-absorber. 
Tlie real reason is that under a paper currency there is no need 
for them to defend the gold stock from depletion or the exchange 
from depreciation. It is because the volume of credit is inde])endent 
of the volume of gold, and because the authorities arc in conseipiencc 
comparatively indifTcront to a depreciation of the exchange, that 
under paper currency there is a high degree of isolation of moiujy 
markets from one another. The result is not acjhieved by any 
role })layed automatically by Forward Exchange in isolating 
money rates. 


(f) INTKRNATlONATaSM V. FSOIATIONISM 

Here again, the over-estimation of the extent to w hic^h forward 
rates adjust themselves to Interest Parities, and the under-estima- 
tion of the extent to which discrejiancies can persist, and to which 
they can affect internal interest rates, liavc led to a misconception, 
rt is curious that the conception of perfect adjustment of forward 
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rates to their Interest Parities slioulci mislead both the inter- 
nationalists and their opponents, the isolationists. Thus it is that 
tlie internationalists contend that forward rates constitute the 
means by which a solidarity can be established between money 
markets in spite of the difference in their local conditions, while 
the isolationists argue that, under inconvertible paper currency, 
monetary conditions in various markets can become effccjtively 
isolated because of the perfect adjustment of forward rates. The 
reply to both arguments is the same : the adjustment of forward 
rates to Interest Parities is very far from being perfect, and for- 
ward rates, if allowed by the authorities to take care of themselves, 
are therefore incapable either of cquilibriating individual interest 
levels to one international level, or of etfectively isolating them 
from one another. Indeed, it is safe to assume that under a paper 
currency Forward Exchange does not isolate money markets and 
monetary policies from one another even to the extent to which it 
does in given circumstances under the gold standard, since under 
the gold standard forward rates can adjust themselves to their 
Interest Parities to a high degree, at least while spot rates are at 
a reasonable distancie from gold points. 

We have seen in an earlier cha])ter that under an inconvertible 
paper currency the forces working to cause divergences of forward 
rates from their interest Parities (^an be so strong and persistent 
that funds available for interest arbitrage may bec.'ome exhausted 
before they have succeeded in entirely counteracjting the elfect of 
those forces. For this reason there is less chance of perfect adjust- 
ment under a paper currency than under the gold standard, not- 
withstanding the fact that under the gold staTulard the working 
of the gold points often interferes with the adjustment of forward 
rates to Interest Parities. 

( 5 ) THE UECTPROCITY THEORY 

We have already seen above that the discrepancies between 
forward rates and their Interest Parities are apt to be wider under 
inconvertible paper currency than under the gold standard. A 
change in the Bank rate is apt to provoke a marked reaction 
on the forward rate also under inconvertible paper currency, 
although in such circumstances the influence of the interest foctor 
is relatively smaller, because of the increase of the importance of 
other factors. Even though the forward rate may be out of touch 
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with its Interest Parities, from a distance it is none the less affected 
by changes in them. 

Forward rates arc apt to affect internal interest rates to a 
higher degree under the gold standard, during periods of distrust 
in the stability of the currency, than under inconvertible paper 
currency. We shall see later in this chapter the extent to which 
under the gold standard the behaviour of forward rates is apt 
to influence international gold movements. And since under 
the gold standard gold movements constitute a very im])ortant 
factor affecting internal interest rates, the effect of forward 
rates upon the latter is at times considerable. When a gold parity 
is defended against abnormal pressure, then the undervaluation 
ol the Forw^ard Exchange usually plays a very important jiart 
in affecting internal interest rates. When, however, the gold 
standard is suspended, the influence of foi’ward rates on interest 
rates declines, unless the monetary authorities seek to defend the 
inconv^ertible paper currency at a certain level in face of strong 
adverse pressure. In that case they might raise tlun’r Dank rate 
and restrict credit owing to the pressure on the sjiot rate caused 
by swap transa(*.tions, just as under the gold standard. Apart from 
such instances, the credit apparatus becomes less sensitive to inter- 
national influeiK^es and money conditions in general become easy 
under paper currency. For tins reason the effect of forward rates 
upon interest rates tends to diminish. It exists nevertheless as a 
potential factor which may come to the fore during jieriods of 
strong adverse jircssurc on the inconvertible currciK^y. 

(fl) THK emUMlASlNO POWKR PARTTV THKORV 

Let us now examine the differences between fVirward Ex(;hangc 
under the gold standard and under an inconvertible pajier curreney 
from the point of view of the Ihirchasing Power l^mty theory of 
Forward Exchange. If the spot exchange is overvalued compared 
with its Purchasing Powder Parities, the I’orward rate tends to be 
at a discount whether under the gold standard or under an in(*on- 
vertible paper currency. If the spot exchange is undcrvaliKHl com- 
pared with its Purchasing Power Parities, the forward rate tends 
to be at a premium under the gold standard as well as under an 
inconvertible paper currency. 

Under both systems Interest Parities wdll tend to move towards 
the Purchasing l^ow'cr Parities. The difference is that under the 
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gold standard .1 nterest Parities frequently lie between forward rates 
and Purchasing Power Parities, while under inconvertible paper 
currency forward rates usually lie between their Interest Parities 
and their Purchasing Power Parities. Under the gold standard, 
Interest Parities tend to adjust themselves to some extent to 
Ihirchasing Power Parities, through the elTect of the undervaluation 
or overvaluation of the currency upon gold movements, interest 
rates and the volume of (;redit. Under incionvertible paper ciirrciKjy 
those fa(;tors operate to a relatively less degree, even if gold move- 
ments are brought about by Exchange Equalisation Account opera- 
tions. On the other hand, Interest Parities are affected to a large 
degree by much wider discrepancies between them and forward 
rates than can exist under the gold standard — at any rate so long 
as there is (confidence in its maintenance. When there is no such 
confidence, then Interest Parities tend to adjust themselves to 
Purchasing Power Parities to a much higher degree under the gold 
standard than under an inconvertible paper currency, since they 
are aitected both by the factors that arc normally at work under the 
gold standard and those that arc at work under inconvertible paper 
currencies. This was the case of the French franc during 1035 and 
11)35. The fact that the spot dollar rate in Paris was at gold export 
point did not prevent forward dollars from being quoted at a huge 
premium. The defensive measures taken by tfie Bank of France 
at times of acute panic, and the contraction of currency and (iredit 
brought about by the outllovv of gold, affected Interest Parities to 
a considerable degree. At the same time the gross undervaluation 
of forward Irancs compared with their Interest Parities affected 
the latter also. 

Under the gold standard, so long as there is confidence in the 
stability of the currency, forward rates can affect the internal pri(;c 
level to a negligible degree only. After all, so long as forward rates 
remain between gold points the maximum premium or discount 
is usually under 1 per cent.^ Under a paper currency, or when con- 
fidence in the stability of a gold currency is undermined, the 
premium or discount on Forward Exchanges can at times attain 
very high percentages, and conseciucntly the effect on internal 
pri(jes is apt to be many times larger than under the gold standard. 


^ This may of courso n^prosent a very percentage per annum, especially in 
the case of short forward rate, lint from the viewpoint of the relations between 
prices and forwartl rates, it is the absolute figure of the forward rate and not its 
('(juivalent percu^ntage per annum that matters. 
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For the same reasons, J<^orward Exchanges are apt to aficct the 
balance of trade to a much larger extent under a paper currency 
or a gold currency whose stability is not trusted than under a gold 
currency wliose stability is trusted. 


(7) FORWARD EXCUANOE AlSl) GOLD MOVEMKNTS 

Before concluding the theoretical section of this book, it is 
necessary to examine closely the relations between forward rates 
and international gold movements. T liave alr(?ady paid some 
attention to this subject in Chapter XX 1, where 1 pointed out that 
the reason why interest arbitrage, brought about by a rise in the 
J^ank rate abroad, leads to pressure on the spot exchange and an 
outflow of gold is that the forward rate does not adjust itself 
immediately and (jompletely to a change in its Interest Parities. 
1 discussed this |)oint in order to j)rove that through their effect on 
gold movements forward rates are capable of affe(;ting interest rates 
in both the losing centre and the gaining centre. My conclusions 
in this respect, however, need closer examination, since they call 
for a revision of the existing theory of international transfers and 
international gold movements. 

According to the (;lassical theory adopted by most text-books, 
an increase in the Ikink rate in a foreign centre tends to lead to 
imniediatc pressure on the national (•urreiujy through the transfer 
of short-term funds to take advantage of the higher interest rates 
abroad and through the repayment of foreign credits to that centre. 
It also leads, in the long run, to a prolonged pressure through the fall 
in the price level in the country with the higher Bank rate, and the 
changes in the trade balance caused by the change in the Purchasing 
Power Parities. We are not com^erned with the long-range effect of 
the increase of the Bank rate, as it has no dire(^t bearing on For- 
ward Exchange. On the other hand, it is necessary to examine 
closely the role jdayed by Forward Exchange in the immediate 
elTec^t of Bank rate changes. 

I^eyond doubt an increase in the Bank rate in a centre, accom- 
panied by an increase of its interest rates, tends to cause immediate 
transfers of funds from centres with lower interest rates. Tf these 
transfers assume sufficiently large dimensions they lead to gold 
movements. This rule is regarded as being of fundamental import- 
ance in the normal working of the gold standard. Nev^ertheless, 
nobody has so far examined the exact way in which transfers and 

R 



242 


THE THEORY OF FORWARD EXCHANGE 


PART TV 


gold movements take place under the gold standard in consecjuence 
of differences in interest rates between various centres. Economists 
have vaguely assumed that high interest rates attract funds and 
gold, and leave it at that. They do not realise that the behaviour of 
forward rates plays a vital part in bringing about these international 
transfers and international gold movements. 

(S) TRANSFERS TFTROUGK COVERED ANR UNCOVERED INTEREST 

ARHITRAOE 

Transfers of funds to a foreign centre to take advantage of higher 
interest rates may take place either through covered interest 
arbitrage or through uncovered interest arbitrage. It is sometimes 
argued that unless the exchange risk is covered the transac- 
tion should be regarded as specailation rather than arbitrage. In 
normal conditions, however, the risk attached to holding balances 
abroad without (jovering the exchange risk is limited by the gold 
])oints and arbitrageurs are in a position to (;aleulate on the basis 
of the difference between the s])ot rate and gold point the exact 
extent of that risk. If the surplus interest obtained during the 
period is larger than the maximum of possible capital deprecia- 
tion through an adverse movement of the s])ot exchange, then the 
operation can hardly be called speculative, since arbitrageurs 
risk only part or the whole of their profit. Before the war, arbi- 
trageurs were inclined to go further and take tlieoretical risks for 
the sake of earning higher interest rates abroad sim])ly because the 
fluctuations of the spot rate were narrow and very regular. The 
monthly average change in the sterling-dollar rate varied remark- 
ably little from j-ear to year during the last few pre-war years, and 
arbitrageurs were therefore reasonably safe in assuming that 
variations during the year in (question would not differ materially 
from those expericmced in the past. Thus even though theoretically 
there was a risk of losing about 1 ])er cent through a depreciation 
of the dollar from gold ex[)ort [)()int to gold ini])ort point, in practice 
the seasonal movements were much narrower. The risk in assum- 
ing that the depreciation would not be during the ensuing months 
more than, say, | per cent was not unreasonable, so that when the 
dollar rate was at gold import point arbitrageurs considered it 
expedient to transfer funds to New York for the sake of a difference 
in the interest rate amounting to, say, { per cent for three months, 
or 2 per cent per annum. 
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Tins state of allairs underwent a thorough change after the war. 
During the period of stability between 1925 and 1931, seasonal 
movements were much hsss regular tlian before the war and fluctua- 
tions within the gold points were apt to lie mu(;h wider. Many 
disturbing factors whicli did not exist before the war assumed 
considerable importance from time to time. It was therefore no 
longer safe for arbitrageurs to take it for granted that the exchange 
would not depreciate to gold point. All but the most s[)eculative 
amongst them allowed for the possibility of maximum depreciat ion, 
and did not undertake uncovered interest arbitrage unless the 
difference between interest rates was in excess of the possible cxt(uit 
of depreciation to gold point. Admittedly some operators were 
inclined to take a view ”, but this was the exception and not the 
rule. The majority of arbitrageurs during 1925 to 1931 cither 
altogether avoided carrying open positions, or, at any rate, followed 
the rule not to leave the exchange risk on foreign short-term invest- 
ments uncovered unless their possible profit was at least vA\mi\ to 
theii' possible loss. 

(9) IMPOUTANOK OF FOHWAKD KATES 

This meant that whenever the spot exidiange of the centre with 
higher money rates appreciated to the vicinity of gold import 
])oint, ])ractically all Eoreign Exchange dealers covenMl the ex- 
change risk on the funds invested for the sake of high interest rates. 
This again meant that they could undertake interest arl)ilrage 
operations only if the cost of covering the ex(;hango risk was less 
than the ])rofit on the higher interest rate. In other words, funds 
were transferred to the centre with higher interest rates only if 
the latter’s Forward Exchange was overvalued compared with its 
Interest Parities. 

Thus as a general rule uncovered interest arbitrage ceased before 
the spot exchange of the centre wdth higher interest rates appreci- 
ated to gold import ])oint and cov'^erod interest arbitrage continued 
so long as the forward rate of that (‘cntre had not depreciated to its 
Interest Parities in consccpience of the covering operations con- 
nected with interest arbitrage. It is essential to grasp the tact 
that in itself the higher Bank rate would not have led to a flow^ 
of gold but for the fact that tlie forw-ard rate did not inimcdinioly 
and completely adjust itself to its changed rntercst Parities. This 
was the rule between 1925 and 1931, and there is no reason to sup- 
pose that it would be otherwise after the return to the gold standard. 
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To illustrate the important part played by forward rates in 
inllueneing interest rates through their effect on gold movements, 
let us assume that at a given moment the Bank rate is, say, 3 per 
cent in both London ami New York, and that the forward stcrling- 
dollar rate is at par with the spot rate. For internal considerations 
New York raises its Bank rate to 4 per cent, and there is a corre- 
sponding all-round rise in American interest rates. Thereupon the 
forward dollar goes to a discount, but its discount will not be quite 
1 [)er cent per annum to begin with. Kven so, a certain amount 
of funds will be transferred to New York without (jovcring the 
exchange. This will tend to depreciate spot sterling to gold ex[)ort 
point. Once the spot rate has a])])roached gold export i)oint it 
becomes risky to transfer funds from London to New York witliout 
covering the exchange risk. 

It is well to bear in mind that for a three months’ investment a. 
capital depreciation of | per cent through the depreciation of the 
dollar would wipe out the whole difference of I per cent between 
interei t rates in London and New York, f’or investments for 
shorter ])erif)ds even smaller ca])ital depreciations would produce 
the same effect. London banks would (jontinue to ti’ansfer funds 
to New York only if they could do so prolitably without running 
any exchange risk disproportionate to the profit. The same would 
be true of foreign short-term funds invested in London, with the 
exception of Ameri(;an funds. The latter miglit hi) repatriated fol- 
lowing upon the rise in the New York Bank rale and more stringent 
monetary conditions in the Lnited States, irrcspecitive of considera- 
tions of exchange and interest rates, for the sinq)l(‘ reason that the 
banks wanted their money at home. Thus it is conceivable that 
tlie repatriation of funds would continue even after the spot dollar 
had api)reciated to gold import i)oint and even after tlie forward 
dollar had depreciated to the vicinity of its new interest Barity. 


(11) OVKRVALUATION OF FOKWARI) KATK THE OAUSF OF 
OOLI) INFLl’X 

With these (jualilications, and allowing for a moderate amount 
of uncovered specailative interest arbitrage, it can be stated that 
the transfer of funds from London to New Y^ork practically 
ceases the moment the spot dollar is at gold import point and 
the moment the discount on the forward dollar is ecpial to the dis- 
crepancy between interest rates in Ijondon and New York. Broadly 
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speaking, therefore, the gold movement will continue onl}^ while 
the forward dollar remains overvalued compared with its Interest 
Parities. Therefore, we may conclude, the main reason why London 
loses gold when New York raises its Bank rate is not the resultant 
disparity between interest rates in the two centres but the under- 
valuation of forward sterling compared with its Interest Parities. 
But for this undervaluation, London’s losses of gold in this hypo- 
thetical instance would be much more moderate. 

This conclusion applies also to the effect of the higher Bank rate 
in causing gold movements through the repayment of foreign credits. 
According to the (;lassical theory, an aiiceptance centre can always 
attract gold by raising its rediscount rate, thereby compelling foreign 
debtors to refrain from replacing maturing drafts under acceptan(;e 
credits, and forcing them to drawupon some other aiiceptancie centre. 
It was partly on this assumption that the Ihink of England raised 
its rediscount rate to a fantastic level in 1914. In rcalitj% debtors 
will tend to allow their sterling acceptances to run off only so long 
as the forward sterling rate has not adjusted itself to its new Interest 
Parities. As soon as the adjustment is complete, the disadvantage 
of the high fjondon discount rate from the debtors’ point of view is 
offset by the l)enefit of the discount on forward sterling, which 
reduces tlie (?ost of covering. If forward sterling goes to a discount 
in relation to i-he debtors’ currency, this makes the covering opera- 
tion actually jirofitablc. Had there existed an efficient forward 
market in sterling after the outbreak of the war, and had the 
increase of the Bank rate to 10 per cent in August 1914 been 
accom])anied by a correspondingly wide dis(;ount on forward ster- 
ling, the high Bank rate would not have provided any inducement for 
foreign debtors to rediuie their acceptance availments. 

It may be argued that the above theory applies only in so far 
as the foreign borrowers are in the habit of covering the credits 
against exchange risk. But when forward sterling is at a discount 
it is actually profitable to buy for forward delivTiy the sterling 
needed to meet the bills. When it is at a premium, acceptance 
credits may or may not be covered ; in this respect foreign debtors 
are guided by the same considerations as in the covering of balances. 

Another way in which a high Bank rate is supposed to attract 
gold is by inducing foreign liolders of sterling bills to “ give them in 
pension '’in a foreign centre where money rates are lower, in prefer- 
ence to selling the bills in London. In this instance, too, there is 
no inducement for them to do so once forward sterling has adjusted 
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itself to its new Interest Parities. Thus, the classical theory that a 
high Bank rate attracts gold by attracting arbitrage balances, by 
causing the repayment of credits and by diverting the supply of 
sterling bills from London to foreign centres, liolds good only so 
long as the forward sterling rate has failed to adjust itself to its 
new Interest Parities. The elfcct of the Bank rate upon gold 
movements larg(»ly depends, therefore, upon the extent to which 
forward rates respond to it. 

Thus, if the sterling-franc forward rate responds immediately 
and completely to a rise in the London Bank rate, there is no advan- 
tage whatever for arbitrageurs to transfer funds from Paris to 
London ; nor for borrowers to switch over their acceptance avail- 
ments from London to Paris ; nor for holders of sterling bills to 
give these bills “ in pension ” in Paris instead of selling them in 
London — unless, of (iourse, they are prepared to run a risk by leaving 
the exchange uncovered. 

In consequence, the time lag between changes in Interest Parities 
and the adjustment of forward rates to their new level is to be 
regarded a major factor in normal conditions. In most instances it 
would be possible to prevent gold movements from taking place at 
all, or at any rate on a largo scale, by accelerating the adjustment 
through official intervention ; on the other hand, it would be 
possible to increase the volume of gold movements by deliberately 
preventing or delaying the adjustment. This subject will be dealt 
with in detail in Part VI of this book. 



PART V 

INTERPRET AT [ON OF FORWARD EXCHANGE 
MOVEMENTS 
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(1) rRKTJMINAHV REMARKS 

In Part IV of this book the causes and effects of the movements of 
forward rates have been examined. The next task is to give a 
historical accjount of the movements of the principal forward 
Exchanges since tlio war, and to examine them in the light of tlie 
theoretical rules arrived at in Part IV". (k)nsiderati()ns of spa(;e 
liave compelled me to (jonline myself to the most im[)ortant ex- 
(^hanges and to discussion of movements which were cither of 
practical importance or were interesting from a tlieoretical point of 
view. A})pendix I gives weekly rates for these exchanges tor one 
month and three months from the beginning of H)2I to the end 
of The present chapter is devoted to the examination of the 

movtmient of forward sterling ; separate chapters are devoted to the 
forward dollar, franc, mark and lira, while the remaining im])ortaiit 
Forward Rxclianges arc dealt with in an additional ciiapter. 

There are also three charts, indicating the curve of the three 
most important forward rates — the stcrling-dollar rate, the stcrling- 
ifanc rate and the sterling-reichsmark rate -together with the curve 
of their Bank rate parities, discount rate [nirilies and call money 
rate [)arities. The sterling-dollar chart indicates also the parity 
between the London discount rate and the New York time 
money rate. The sterling-dollar chart and the sterling -franc chart 
cover the period between 1920 and 10.‘10, while the sterling-reichs- 
mark chart (?ovcrs the period from the resumption ot forward 
dealings in Germany in 1924 up to their sTispension in 1931.^ 

^ III tho caso of the 8ferling-(lollar ami storling-fraiu- charts I liavo luloptod thf' 
monthly avonigo forward rate eom]>iU*d by Mr. 1^. C. Duncan in lus chart contjiincd 
in his Thc.sis “ A Study of tho (’oursc of Forwanl Exchange Rates during the Insist 
Fow Vciirs ” (London Scliool of Economics, I'.KIl), ami luivo brought liis cju vo up to 
date from 1933 onwards. Tho roiclusmark curve is based on th(‘. average of the for- 
ward rates published in Ai)pendix I. Roth forward rates and their interest parities 
arc represented in tho charts from the point of vii'W of sterling ; tliat is. if sterling is 
at a proTnium,or if interest parities iiulicato a premium forslerling, tho lines arc above 
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F'rom the standpoint of the London observer the difficulty is to 
distinguish tendencies of forward sterling from those of the forward 
rates quoted in London. If forward sterling goes to a premium, it 
means of course that the forward dollar or some other Forward 
Exchange goes to a discount. Should this movement be discussed 
in the present chapter, or in the chapter dealing with that particular 
Forward Exchange ? In many instances the decision is easy, for 
it can be seen that the movement is the result either of causes 
inherent in sterling or of those inherent in some other currency. In 
other instances, however, the movements in exchanges, whether 
spot or forward, may equally w^ell be regarded as the r.^sult of 
inherent strength in sterling or as the result of inherent weakness 
in the dollar, and v>ice verm. In sueh instance references will bo 
made to the movement in both chapters, though its interpretation 
will be confined to one. 

(2) London’s intermediary role 

In dealing with forward sterling, it is necessary to bear in mind 
London’s special position as an intcrinediary market between the 
continental (?entres and overseas centres, especially New York. As 
a result of this intermediary role of London, both spot and forward 
sterling are often largely influenced by buying and selling orders 
carried out here on account of foreign centres. This, of course, is 
true of every centre of importance, but usually not nearly to the 
same extent as for London. If there is French buying of dollars, 
for instance, many of the buying orders find their way to London, 
which is as a rule a better market in dollars than Paris. The result 
is a depreciation of the franc in relation to sterling and an apprecia- 
tion of the dollar in relation to sterling. It was because of this 
sensitiveness of sterling to influences arising from London’s inter- 
mediary role that the late Mr. F. C. Goodenough once remarked 
that the stcriing-dollar exchange was not a Ijondon-Ncw York ex- 
change but a Europe-New York exchange. 

While the effect on the spot exchange of such foreign operations 

tho pjirity which is tlic spot rato, and if sterling is at a discount or if its intorost 
parities indicate a discount, the lines are below parity. The Dank rato parities in 
all t hree charts are based on the figures in Appendix TI. The discount rato parities 
are based on tiio figures in Appendix TIT, and tbo call money rate parities, in so far 
as they are availablo, are bused on the figures in Appendix IV. The figures of the 
parity between tbo Jjondon discount rato an<l tlio New York time money rato, as 
indicated in tlio sterling -dollar chart, are published in Appendix V. My method 
of calculation of Interest Parities is indicated in tbo preamble to Appendix II. 
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is generally known, little attention has so far been paid to their 
effect upon forward sterling. Yet that effect is more pronounced 
than is the effect of foreign operations in London upon spot sterling. 
What is more, these operations largely affc(;t spot sterling simply 
through their effect upon forward sterling. If a Frenchman buys 
spot dollars in London, in order to do so he has simultaneously to 
buy spot sterling, thereby mitigating the adverse effects of his 
operations upon spot sterling. When, however, he buys forward 
dollars in London there is no need for him to buy sterling until 
the forward contract matures. He may, of course, cover his sterling- 
franc risk simultaneously, in which case the effect of his operation 
on forward sterling is the same as that of French purchases of spot 
dollars in London upon spot sterling. In many instaiujos, however, 
he will not cover at on(;e, and therefore forward sterling bears the 
full burden of the selling pressure caused by foreign operations 
in London. Consequently, whenever the Continent buys forward 
dollars in London, forward sterling tends to become undervalued 
in relation to dollars compared with its Interest Parities, and this 
will tend to provoke arbitrage transfers (?alculated to increase 
selling pressure on spot sterling. This moans that, whenever tlierc 
is a major international movement in Forward Exchanges afoot, 
forward sterling is apt to be affected as a result of London’s inter- 
mediary role. When the Continent buys forward dollars, or New 
York sells forward continental currencies, forward sterling is apt to 
be weak in relation to the dollar and firm in relation to the conti- 
nental curremjies. When the (Wtinent is a seller of forward 
dollars, or New’ York is a buyer of forward continental curreruaes, 
then forward sterling is apt to be firm in relation to the dollar and 
weak in relation to the continental currencies. 

(3) THREE TERTODS 

The history of the movements of forward sterling since the war 
may be divided into three main ])eriods. From the time when 
active forward dealing w^as resumed after the unpegging ot the 
Allied exchanges until March 1925 sterling was nearly always at a 
premium com[)ared with the dollar, even though it nn as for prolonged 
])eriods at a discount (jompared with the continental currencies. 
It may be said that during the wdiole period forward sterling was 
characterised by a firm tendency ; it was at a discount tor a 
while against various continental currencies simply because those 
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Forward Exchanges were even firmer than sterling. In the second 
period, from IMarch 1925 until the end of 1931, forward sterling was 
almost incessantly at a discount. It is true that it was for some 
time at a premium against the forward franc and other continental 
currencies, but this was due to the inherent weakness of the latter 
and not to any inherent strength of sterling. It is also true that 
during the greater part of the Wall Street boom in 1928 and 1929, 
forward sterling was at a premium in relation to the dollar, but this 
again was due to the special position of the dollar, to be dealt with 
in the next (diaptcr, and not to any inherent strength in sterling, 
whi(;h was in facjt at a discount in relation to the franc during all 
that period. The third period begins with the recovery of sterling 
after its slump at the end of 1931. Ever since the beginning of 
1932, forward sterling has been distinctly strong. It is true that, 
since the beginning of 1935, forward sterling has been at a discount 
in relation to dollars, but this only shows that forward dollars were 
even firmer than forward sterling, which has been very firm all the 
time in relation to continental currencies. 


(4) F^RM^'ESS OF FORWAIU) STKRLIN(} OURINO 1919-20 

It would be idle to try to explain the exce])t.ional firmness of 
forward sterling during 1919-20 on the basis of either the Interest 
Parity theory or t he Purchasing Power Parity theory. Even though 
call money rates and time money rates in New York rose during 
part of that period to abnormal levels, this in itself would not have 
justified such a degree of firmness of forward sterling. As for the 
sterling-dollar Purchasing Power Parity, it would have justilied a 
discount and not a premium on forward sterling, since spot sterling 
was overvalued most of the time. The commercial fa(;tor also 
tendtid to produce a discount on forward sterling, owing to the huge 
trade deficit of Great Eritain in relation to the United States. In 
1919, for instance, British exports to the United States amounted 
to S309 millions, while American exports to Great Britain amounted 
to S2278 millions. In 1920 the figures were Sol3 millions and 
$1825 millions respectively. Obviously, commercial selling of 
forward sterling must have been several times larger in both years 
than commercial buying. 

That forward sterling was nevertheless at a premium was due 
partly to the covering of the exchange on funds invested in call 
money and time money in New York, but predominantly to specu- 
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lative influences. The depreciation of spot sterling was considered 
essentially temporary, especially towards the end of 1920, and 
speculators anticipated a recovery. As Mr. Keynes pointed out, 
“ the abnormal discount on forward dollars which persisted more 
or less from November 1920 to February 1921, thus indicating that 
the market was a bull of sterling, coimuded with the sensational 
rise of sterling from 3*45 to 3*90. This discount was at its rnaximinn 
when sterling touched its lowest point, and at its minimum (in 
May 1921) when sterling reached its highest [xnnt of that swing.” ^ 
This s])eculative factor overshadowed every other influence, and 
w'as responsible for those al)normal movements of Forward sterling. 
During most of this period, continental forward currencies were 
at a premiuin in relation to sterling, for the same reason For which 
forward sterling was at a premium in relation to the dollar, namely 
that the depreciation oF the spot rates was looked u])on as a tcun- 
porary phenomenon and a recovery was anticipated. 


(5) KOLK OK INTERKST I*ARIT1ES FROM 1921 ONWARD 

The sudden drop of* the ])remium on forward sterling during 
the first five months oF 1921 is explained by Mr. Keynes as the 
li(luidation of* the bull position in sterling as and wIkmi the spot rate 
was recovering. In Fact, it (*an also be accounted for, in small [)art 
at least, by the (commercial factor. Even though the British trade 
balance in relation to the United States remaimHl adverse during 
1921, the volume of* imports from the United States declined, re- 
ducing the adverse balance to 8o04 millions, against §1312 millions 
in 1920. Towards the end (^f 1920 and the Ix^ginning oF 1921 there 
was, as a result oF the slump, a wholesale cancellation of British 
])urchases in the United States. Since the forward dollar on these 
punchases was For the most ])art covered, every can(‘ellation resulted 
in commercial selling of forward dollars.*'^ 

IMie reduction of the Bank rate from its crisis lev el ol 7 per cent, 
whi(ch took phuH? in London two months earlier than in New V(n*k, 
was probably partly responsible for the rise in the premium on 
forward sterling towards the middle (jf 1921. When New \ ork 
Followed suit, and brought the Bank rate to the figure oFthe British 

1 Manchester Guardian Ifeconstruction Supplement, Srotion 1, Apiil l!r22, p. Iji. 

Tho best (loscriplion and analysis of tho inovoinonts of llu' storliii^'-dollar 
nito during this porioil can be found in Mr. William Adams Drown’s Emjhiml ami 
the Xew Gobi Standard, 191l)-192ti (London, 1929). 



254 


FORWARD EXCHANGE MOVEMENTS 


PART V 


Bank rate, the premium on forward sterling responded by con- 
tracting. From this time onward until the hectic days after the 
suspension of the gold standard in Great Britain, the curve of the 
forward sterling-dollar rate paralleled fairly closely the curve of its 
Interest J^arities, as is shown by the Forward Dollar Chart opposite 
})age 270. Evidently the Forward Exchange market was well 
established by the middle of 1921, and interest arbitrage activity 
was in full swing. For this reason, during the next ten years or so, 
any deviations of the forward sterling-dollar rate from its Interest 
Parities, for speculative or other reasons, brought forth corrective 
inlluences which tended to |)rovoke adjustment. This docs not, 
of course, mean that it was always the forward rate that returned 
to its Interest Parities. As the chart shows, frequently a movement 
in the forward rate anticipated the corresponding movement in the 
Interest Parities. While it would bo dangerous to assume that in 
all those instances it was the forward rate which caused a change 
in its Interest Parities, in some instances at all events this must 
evidently have been the case. In other instances, the parallel 
movement of forward sterling and its Interest Parities, whichever 
moved first, was due to the operation of outside factors whic^h 
affected both curves. 


(fi) Sl’KCTILATlVK OV KRVAhlTATIOX OV FORWARD STKRLINO, 

1922-24 

During June and July 1921 the deprc(;iation of spot sterling 
from about 4-00 to ,‘P50 was accompanied by a rise in the [mcmiuin 
on forward sterling. For the rest of the year, s[)ot sterling was 
iippreciating almost uninterruptedly, Avhilc the |)rcmium on forward 
sterling tended generally to decline. This ap[)ears to confirm 
Mr. Keynes’s theory about the influence of the level of the spot rate 
upon speculation in forward sterling. 

In 1922 the tendemiy of forward sterling was largely in ac(;ord- 
ance with the rules of the Interest Parity theory. Until A])ril the 
Jiondon and New York Bank rates were at the same level, and most 
of this time the forward rate was in the vicinity of its parity with 
spot rate. Admittedly, the discount rate parity would have 
justified a slight premium on forward sterling, since bill rates in 
London were below those of New York. It is more than coinci- 
dence, however, that when, from April onwards, the London Bank 
rate was reduced below the level of the New York Bank rate, and 
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when in conseciucnce the diserej)an(iy between London and New 
York bill rates widened in favour of liondon, there was a simul- 
taneous appreciation of forward sterling which continued until the 
end of 1922. The appreciation may have been due in part to the 
anticipation of a continued rise in spot sterling, which in fact 
advanced steadily until March 1923. This probably accounts for 
the overvaluation of forward sterling compared with its Interest 
Parities towards the end of 1922 and the beginning of 1923. 

From the middle of 1923, the increase of the London Rank rate 
from 3 to 4 per cent resulted in a decline in the premium on forward 
sterling, which was probably accentuated to some extent by specu- 
lative operations due to the declining tendeiujy of spot sterling. 
For a short while, forward sterling was, if anything, slightly under- 
valued, though still at a premium. The weakness of spot sterling 
during the last four months of the year was accomi)anied by a 
widening of the premium on forward sterling, which towards the 
end of 1923 and the beginning of 1924 rose oiuje more above 
its Interest Parities. The premium began to fall, however, from 
February 1924. This movement was connected with the wholesale 
s})eculative attack on the franc, which largely assumed the form 
of sales of forward francs against dollars. Much of these specu- 
lative transactions found its way to London, and her intermediary 
part must have been among the causes of the weakness of forward 
sterling against the dollar. From .May onwards, the decline of bill 
rates in New York, which was subse(piently confirmed by a reduc- 
tion of the Bank rate, provided justifu^ation for the wi'akness of 
lorward sterling, which towards the middle of the y(?ar went lor the 
first time to a substantial discount. 

(7) to pre-war paritv 

To prepare the way for the restoration of spot sterling to its 
old parity, the British authorities from June 1924 onwards main- 
tained their Bank rate persistently above the New York Bank 
rate. Indeed, it was not until May 1932 that the Bank rate parity 
between the two centres once more justified a premium on forward 
sterling. The discount rate parity, too, justified a discount on 
forward sterling most of the time during 1924-32, e\c(?j)t lor 
brief periods in 192S, 1929 and 1939, when, owing to the Wall 
Street situation, bill rates in New York were for a while higher 
than those prevailing in Ijondon. On the other hand, the call 
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money rate parity remained almost continuously at a premium 
from 1919 until 1935. But the influence of the call money rate 
parity upon interest arbitrage and the movements of forward rates 
is generally moderate, apart from periods of boom, when call 
money rates soar to tempting high levels.* 

During the second half of 1924 and at the beginning of 1925 
forward sterling was for a while at a premium, even though its 
Interest Parities would have justified a discount. This was due to 
the speculative anticipation of the return of sterling to its old 
parity. Once this event materialised, forward stc^rling went to a 
discount, as a result of the licpiidation of bull positions. It is true 
(hat between tfuly and October 1925 forward sterling underwent 
a marked recovery. From a discount of 1 c. for three months 
it rose to a premium of nearly 2 o. This w^as partly justified by a 
decline in bill rates in London, confirined by a rediudion of the 
Bank rate from 5 to 4 per cent. Towards the end of tlie year, 
however, seasonal gold losses resulted in a rise in the Bank rate, 
with a corresponding decline in both the Interest Parities and the 
forward rate. 

During 1920 the outstanding influeiKJC upon forward sterling 
was the General Strike?, which resulted in a depreciation below 
discount rate parity, though not below^ Bank rate j)arity. The 
second half of the year witnessed a recovery of fi^rward sterling, 
whi(;h reached par with spot sterling towards the end of the year. 
This may have been to some slight extent due to the increase of 
the Noav York Bank rate from 3.J to 4 [)er cent, though even at 
that figure it was 1 per cent low^er than the Jiondon Bank rate. 
Possibly the recovery was due to some extent to the li(|uidation 
of bear positions in sterling created in anticipation of the (Jeneral 
Strike. 


(8) THE FRENCH FACTOR 

Throughout the first half of 1927, forward stei’ling remained in 
the close vicinity of spot sterling. It was not until May, however, 
after the lowering of the London Bank rate to 4i per cent, that 
London bill rates declined to the proximity of New York bill rates, 

^ Jn any caso. tJio Now York rate on brokers’ loans and tlio London day-to-day 
inoiK'y rat(^ are not strietly comparable, and were only chosen for tlie calculation of 
call money rate; parities because they are the rej)resentative call money rat(\s in tladr 
respective centres. Since the London day-to-day loans are secunMi on bills, while 
tlaj New York brokers’ loans are secured on stocks and shares, it is natural that the 
latter rate should be higher than the former. 



CHAP. XX vm 


FORWARD STERLING 


257 


thereby providing an adequate, if temporary, justification for the 
level of forward sterling. In this instance, there is reason to believe 
that the relatively high discount rate in London attracted a certain 
amount of funds from New York during the first few months of 
1927, and this factor, by causing an influx of gold, was partly 
responsible for the decline in bill rates and the reduction of the 
Bank rate in London. This illustrates how the deviations of for- 
ward rates from their Interest Parities can affect internal interest 
rates. The tendency in favour of the London market did not, 
however, continue for very long. As a result of French gold with- 
drawals in May and June 1927, London bill rates rose once more, 
and the discount rate parity declined to a level at which it would 
have justified a discount on forward sterling to the extent of about 
1 per cent per annum. In fact, forward sterling did go to a dis- 
count during the second half of the year, though not quite to such 
an extent. The change of the Interest Parity against sterling was 
subse(piently confirmed by the reduction of the New York Bank 
rate to per cent in August 1927. 

From the beginning of 1928 until the end of 1929 forward 
sterling came strongly under the influence of the Wall Street 
situation. The rise in money rates in New York resulted in a 
premium on forward sterling from the middle of 1928 until the 
end of 1929. As, however, this w^as due to the inherent weak- 
ness of forward dollars brought about by the Wall Street l)o()m, 
it will be examined in detail in the next cha[)ter dealing with the 
forward dollar. 

Hitherto we have treated forward sterling almost exclusively 
in relation to forward dollars. The movements of the major con- 
tinental Forward Exchanges until 1928 were largely influenced by 
causes individual to the countries concerned, and were not therefore 
a reflection of the weakness or strength of forwai‘d sterling. As 
for the forward rate of stable continental exchanges such as the 
forward guilder or the forward Swiss franc, they played but a 
subordinate part, and either moved in sympathy with forward 
sterling or dollar, or were affected by special conditions in Holland 
or Switzerland. There was no need to take these movements into 
consideration in examining the tendencies of forward sterling. 
From the end of 1928 onwards, however, the forward sterling-dollar 
rate ceased to be the expression solely of tendencies inherent in 
forward sterling. After the stabilisation ot the franc, and more 
especially after the liquidation of the position created by official 



258 


FORWARD EXCHANGE MOVEMENTS 


PART V 


French forward operations,^ the forward franc assumed consider- 
able importance as an expression of tendencies in forward sterling. 


(0) STERLING OUT OF EQUILIBRIUM 

Even though the forward dollar was at a dis(;ount throughout 
the second half of 1928 and until September 1929, this was not by 
any means a sign of inherent strength in forward sterling, for 
throughout that period the forward franc in London was almost 
incessantly at a premium, showing that the ])remium on forward 
sterling in relation to dollars was solely due to the peculiar Wall 
Street situation. The discount on forward sterling in relation to 
the franc was fully justified on an interest basis, for throughout 
1928, and more esj)ecially during 1929, interest rates in Paris were 
considerably lower than those prevailing in London. The discount 
w\as also justified by the Purchasing Power Parity theory of f'or- 
ward Exchange, as the spot franc was grossly undervalued in 
relation to sterling. 

The disequilibrium of the British pri(;e level in relation to the 
world level began to assume an increasing iinportarujo after the 
stabilisation of the franc at an undervalued level. It resulted in a 
persistent adverse pressure on sterling, w^hich led to a discount on 
forward sterling during most of 1929, 1980 and 1981. Indeed, 
from the time of the Wall Street slump of October 1929, when 
forward sterling went to a discount also in relation to the dollar, 
until the suspension of the gold standard in September 1931, 
forw^ard dollars, Fren(?h francs, Swiss francs, guilders and belgas 
w^erc almost incessantly at a premium in relation to sterling. Among 
the important Forward Exchanges, only the lira and the reic^hs- 
mark were at a discount, for reasons peculiar to Italy and (Jermany 
respectively. Fvidently there was a pressure on sterling, due to 
overvaluation, and simai the working of the gold standard ])re- 
vented spot sterling from adjusting itself to its Purchasing Power 
Parities, forward sterling tended to move slightly in that direction. 


(10) KORW^AUD STERLING UNDER GOLD EXPORT POINT 

During the last three quarters of 1980 bill rates in London 
declined to the (dose vicinity of bill rates in Paris, though the Paris 

^ For dotails so© Chapter XXXVllI. 
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Bank rate remained below tlie London Bank rate, and the dis- 
count on forward sterling in relation to the franc, which was at 
times in the vicinity of 1 per cent j)er annum, was in part, at any 
rate, justified by Interest i\arities. The premium on forward francs 
gave way to a discount in May 11)30, when the withdrawals of 
French balances brought the spot rate to gold export ])oint. As 
at that time the stability of sterling was still trusted, it was natural 
that forward sterling should rise to a ])rcniium when the spot rate 
reached the point which was expected to mark the limit of de])recia- 
tion. Towards the end of May the recovery of spot sterling above 
gold export point appeared to have justified the teiidciui}" of forward 
sterling, but the moment the spot rate rose above 123*1)0 the dis- 
count on forward sterling rea])pcarcd. 

Towards the middle of June, spot sterling again relapsed in 
relation to the franc, this time quite considerably below gold export 
point, and it remained under gold export point until the end of 
January 1931. This was inconsequence of the decision taken by 
the Bank of England to pay out gold of standard fineness only, 
instead of continuing to pay out fine gold. As the Bank of France 
refused to acjcept gold of a fineness inferior to *905, it became 
necessary to refine the bars witlidrawn from the Bank of England 
before they could be delivered to the Ihink of France. As a result 
of the additional expense thus caused, tlu^ gold |)oint declined, 
though nobody quite knew its ucav figure whicdi was influen(‘ed by 
the fluctuations in the refining charge and by the period of the 
delay. When the refining charge was Ijd. per ounce, the gold point 
declined to the low level of about 123*05. 

The situation that arose in consetjuence is described in detail in 
my book International (Hold Moretnenh, Chapter XII. Here 1 shall 
confine myself to those of its aspects whi(?h concerned forward 
sterling. Even though the spot sterling-fraiu; rate was well under 
its normal gold ex|)ort point, this did not [)revent forward sterling 
from being at a discount in relation to the franc, for the simple 
reason that nobody quite knew the new gold point. Towards the 
end of the year, however, when spot sterling declined below 123*f)0, 
the market considered it obvious that the new abnormal and ])ro- 
visional gold point had been reac^hed, and forward sterling went to 
a premium in relation to the franc. During November and Decem- 
ber the premium varied between i and | ]xu’ cent per annmn. At 
the beginning of 1931 the prospects of an understanding with the 
Bank of France, which subseciuently materialised, resulted in a rise 
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of spot sterling to the vicinity of its normal gold point, and forward 
sterling promptly moved to a discount in relation to the franc. 
The depreciation of both si)ot and forward sterling below the normal 
gold point over a period of seven months, however, undermined 
(joniidcnce in the stability of sterling to no slight degree. As a 
result, after the recovery of spot sterling, forward sterling remained 
slightly but persistently under the normal gold export point. When 
at the end of January spot sterling advanced to 123-92, the discount 
on forward sterling in relation to the franc widened to c. for three 
months ; the gold export point was reckoned at tlie time to be 
123-89. When, a week later, the spot rate rose to 123-98, the for- 
ward discount widened to 9 c. 

(11) THK CRISIS OF 1931 

The discount on sterling was inclined to w-iden further when, 
following upon the Franco-German tension over the Austro-German 
Customs Union scheme, spot sterling appreciated in the period 
from March to May. It was not until spot sterling rose above its 
parity with the franc that the discount on forward sterling, wide 
as it w^as, rose appreciably above gold point. On A])ril 4, for 
instance, when spe^t sterling was just a shade under par at 124-21, 
three-months forward sterling was at a discount of 34 c., which was 
a few centimes under gold point. A week later, when spot sterling 
was at 124-20, three-months forward sterling was at a discount of 
35 c., w^hich was a shade over gold point. On May 2, wJien spot 
sterling rose to 124-43, tlie discount on forward sterling widened to 
37 c., but in spite of this it rose well over gold point. Towards the 
end of that month, however, when as a result of the Creditanstalt 
crisis clouds began to gather on the international financial hc^rizon, 
the decline of spot sterling, though accompanied by a contraction 
of the discjount on forward sterling, brought the latter once more 
below gold export ])oint. 

In July, when tlie crisis spread over Germany, spot sterling 
declined to the vicinity of gold export point in relation to both the 
dollar and the franc. At the end of tfuly the Interest Parities of 
sterling declined materially, as a result of the increase in the London 
Bank rate from 2J to 4^ per cent. This would have justified a 
considerable discount on forward sterling, since the Bank rate in 
New York and Paris remained unchanged. In fact, while the 
discount on forward sterling in relation to the dollar widened to 
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the vicinity of 1| to 2 per cent per annum during August, it never- 
theless remained overvalued compared with its discount rate i)arity, 
which would have justified a discount on forward sterling of some- 
where between 2 and per cent. This overvaluation of forward 
sterling appeared on the surface all the more remarkable as there 
was throughout August a heavy and increasing speculative selling 
pressure, a pressure which largely took the form of sales of forward 
sterling. As a result, had the rates been allowed to find their own 
level, forward sterling would probably have declined below its 
Interest Parities. This, however, was prevented by official inter- 
vention. As we shall see in Chapter XL, the Jiritish authorities 
decided to support forward sterling as well as spot sterling, in order 
to prevent its def)reciation considerably below gold cx])ort point. 
Throughout August and the first three weeks of September the spot 
dollar rat(5 was artificially maintained at between 4-S52 and 4-S6. 
Three-months forward sterling was allowed to go to a discount of 
up to 2| c. Although the forward rate was thus under gold export 
jioint, the difference was not spectacular. At the same time the 
franc rate was kept between 12;b90 and 123*96. In this case the 
discount, which widened towards the end of August to between 
50 and 70 (jentimes, was materiall}'' under gold export point. 
Apparently the authorities [)aid much more attention to the dollar 
rate than to the franc rate. 


(12) AFTER THE SUSRENSION OF THE GOLD STANDARD 

The depreciation of spot sterling upon the suspension of the 
gold standard was, of course, accom])anied by a further weakening 
of forward sterling, especially as the “ Control ” no longer intervened. 
The extent of the discount on forw-ard sterling was, however, 
relatively moderate during this ])eriod. In relation to the franc it 
nev^er for any length of time exceeded 4 per cent ])er annum ; in 
relation to the dollar its maximum was 3 per cent per annum even 
during the darkest days of currency chaos. The ex})lanation of the 
difference lies in the fact that while most American balances held 
in London were already covered against the ex(diange risk, most of 
the French balances were uncovered, and many owners hastened to 
(jover. Taking this into consideration, and also the speculative 
selling pressure on forward sterling, the extent of the discount, even 
in relation to the franc, was remarkal)ly moderate during the last 
quarter of 1931. This was probably explained by the widespread 



262 


FORWARD EXCHANGE MOVEMENTS 


PART V 


feeling that once the sterling-franc rate declined below 100 it was 
not likely to depreciate further. 

During October 1931, while forward sterling was still at a heavy 
discount in relation to the franc, it actually rose to a substantial 
premium in relation to the forward dollar. This is explained by the 
“ dollar scare ’’ that took place at the time, as a result of the whole- 
sale repatriation of French and other foreign balances. There was 
a widespread fear that the United States might follow Great 
Britain’s example ; hence the weakness of the forward dollar. 

From December 1931 a recovery in spot sterling set in, the dollar 
rate rising from 3*31 to 3*40 by the beginning of January, to 3-45 
by the beginning of February, and to 3*50 by the beginning of 
March 1932. In the meantime, the rise in interest rates in New 
York, and to a less extent in Paris, brought the Interest Parities of 
forward stei'ling to a less abnormal level. This alone would not, 
hoAvever, have affected forward sterling to a material degree, for 
the chaotic currency conditions, and the wave of distrust in banks 
all over the world, brought interest arbitrage almost to a standstill. 


(13) TURN OF THE TFOE \N 1932 

When, however, early in 1932, speculators realised that the tide 
had turned, bear positions in sterling were covered in haste, and 
bull positions developed. As a result, forward sterling went to a 
premium in relation to the dollar at the end of January, and in 
relation to the franc at the end of February. In ]\Iar(4i, when the 
recovery of sterling tended to assume spectacular (limensions, the 
premium on forward sterling in relation to both inajor curremaes 
widened, especially as the changed sentiment was accompanied by 
a rapid reduction of the Loudon Bank rate to 3^ per cent, against 
0 per cent in January. The gap between forward sterling and 
its Interest Parities l)ccame rather wide in relation to the 
dollar. From time to time fears of a sus])ensiou of the gold 
standard in the United States resulted in the widc^ning of the 
premium on forward sterling in relation to the dollar, lii June 
1932, when one of these “ dollar scares ” reached its climax, the 
discount on forward dollars in relation to sterling widened to over 
4 c. for three TuontJis. Although the subsequent return of con- 
fidence in the dollar resulted in a recovery, a discount nevertheless 
persisted from the beginning of 1932 until the beginning of 1935. 
This, however, was due not so much to any inherent strength in 
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forward sterling as to the inherent weakness in forward dollars, 
which will be discussed in the next chapter. 

Jn relation to the franc, forward sterling was much less steady 
during 1932. When the recovery of spot sterling reached its climax 
at the beginning of April, the franc rate rising to 9(3, forward sterling 
once more went to a discount, which tended to contract as and when 
spot sterling declined. In June, when the spot sterling-franc rate 
aj)pearcd to have reached its lowest point for the time being at 93, 
forward sterling rose to a premium. From the end of June this was 
justified on an interest basis, for by then the London Bank rate had 
reached 2 per cent, against 2 J per cent in Paris, while discount rates 
in London were distinctly easier. When, however, it became 
evident in July that the downw-ard trend of spot sterling was to 
continue, forward sterling returned to a discount and, apart from 
a brief interval in Sei)tembcr, remained at a discount until December 
when banking and budgetary troubles in France resulted for the 
first time in a wave of pessimism in relation to the stability of the 
franc. 


(14) TENDENCIKS AFTEIl 1933 

During the first half of 1933, forward sterling remained at a 
premium. The discount rate in London declined to about J per 
cent, wiiile in Paris it kept to the close vicinity of the Bank rate, 
2i per cent. On these grounds a premium on forward sterling at 
the rate of about 2 per cent per annum would have been justified. 
Temporary deviations apart, the premium was in fact not very far 
removed from that level until »Iuno 1933, when forward sterling 
became distiiudly weaker, during and after the London Ec^onomic 
(’onferencc. This largely resulted from the fact that Mr. Ramsay 
MacDonald was seen at lunch with Mr. Keynes at the Athenecum, 
from whi(*h many peojile were inclined to infer that the Prime 
Minister had come under Mr. Keynes’s influence in regard to his 
monetary jiolicy. As a result, the premium on forward sterling 
in relation to the franc contracted materially during June, while 
during .July and August it gave way to a discount. During the 
autumn months, however, forward sterling was once more at a 
jiremimn, for notwithstanding the w’eak undertone of tlie spot rate, 
which continued until November, fears for the fate of llie franc were 
becoming increasingly acute by that time. From August 1933 
omvards, forward sterling remained at a premium in relation to the 
franc, apart from a brief interval from August to ()(;tober 1934, w hen 
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hopes attached to the results of the deflationary policy of M. 
Dournergue’s Government of National Union temporarily restored 
confidence in the franc. The fluctuations of the forward sterling- 
franc rate after this short-lived depreciation in the summer of 1933 
were closely bound up with the fluctuating hopes and fears re- 
garding the franc. Discussion of them will therefore be deferred to 
the chapter on the forward franc. 

After the provisional stabilisation of the dollar in January 1934, 
the abnormal discount on forward dollars disappeared, and the 
forward sterling-do liar rate re-established contact with its Interest 
Parities. Throughout 1934, forward sterling remained at a premium 
in relation to the dollar, but in January 1935 it went to a discount 
and has remained at a discount ever since, up to the time of writing. 
This can be justified both on the basis of the Interest Parity theory 
and on that of the Purchasing Power Parity theory, for interest 
rates in New York since 1934 have been even lower than in J^ondon, 
and the spot dollar has been undervalued in relation to sterling. 
As, however, this position is not the result of any causes inherent in 
sterling, but to causes inherent in the dollar, I propose to examine 
it in detail in the next chai)ter. 

Forward sterling has been at a premium in relation to forward 
guilders and Swiss francs almost incessantly since the beginning of 
1933, but this again is to a large degree the result of the inherent 
weakness of those currencies, and will be discussed in Chapter 
XXXIII. Similarly the premium on forward sterling in relation 
to the belga up to the latter’s devaluation, and the discount after 
April 1935, can more a])propriatcly be discussed when dealing with 
the forward belga. 
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THP] FORWARD DOLLAR 


(1) NEW VOIIK OOMPAREI) WTTIT LONDON 

In (liscjussing the movements of the forward dollar, it is necessary 
to bear in mind the fundamental diilerence between the London 
and New York money markets. The rates quoted in the two centres 
are not strictly comparable. The New York market rale of dis- 
count is much less clastic and sensitive than its London e(|uivalent, 
and investment in dollar bills has never acquired (juite the same 
degree of popularity among arbitrageurs as investment in sterling 
bills. In the New York market there are, in addition to the 
special rates on time def)osits, three rates quoted which are more 
important than fine bank bill rates ; (1) the rate for commercial 
paper (which is a one-name bill and in many Avays is the American 
equivalent of bank advances in Croat Britain) ; (2) the call money 
rate (known also as the rate for brokers’ loans) ; and (3) the time 
money rate (loans on securities for d(».nnite periods). IMiero is, 
strictly speaking, no London e(|uivalent of those rates*, which 
from time to time play a certain direct part in inllucncing interest 
arbitrage. 

The call money and time money markets in New York are often 
regarded by arbitrageurs as providing alternative facilities for in- 
vestment to those ])rovided by the lAmdon bill market. The New 
York call money market attracts funds from the London (*all 
money market and also those invested in short sterling bills. The 
alternative for investment in long sterling bills is ]>rovided by the 
time money market. Owing to the popularity of time money 
from the point of view of arbitrageurs, the parity between the 
London discount rate and the New York time money rate 0 (!casion- 
ally plays a leading part in intluencing the forward dollar rate. 
Indeed, during the normal years the forward rate was often nearer 
its parity between the London discount rate and the New York 
time money rate than to its discount rate parity proper. Between 
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1925 and 1931 tlie forward dollar rate was most of the time some- 
where between these two parities. 

It is also necessary to recall at the present juncture wliat was 
said in Chapter XVIII about the indirect effect of purely domestic 
interest rates upon forward rates. In the positive sense the only 
interest rates which can affect forward rates are those for the type 
of loans that attract arbitrage funds ; but interest rates on loans 
which never or very seldoiTi attracjt arbitrage funds can influence 
forward quotations in a negative sense. Although it may be 
profitable to transfer funds from New York to London because the 
forward dollar is undervalued compared with its discount rate 
parity, American banks may nevertheless abstain from transfers 
on any substantial scale owing to the high rates they arc able to 
obtain at home on commercial paper. This factor does not affect 
transfers on foreign account, but at times the volume of these is 
not sufficient, in the absence of an adequate volume of transfers on 
Atnerican account to provide a correidive. On such occasions the 
undervaluation of the forward dollarwill not be corrected automatic- 
ally unless and until the profit on the swap increases, or the interest 
on domestic loans declines, sufficiently to induce American banks to 
switch over some of their resources from the home market to interest 
arbitrage. It is partly for this reason that the working of Interest 
Parities is by no means absolutely smooth even in relatively normal 
conditions and even between two such free and clastic markets as 
New York and London. 


(2) WEAKNKSS OK KORWAUJ) DOLLAR UIS'TIL 1925 

Let us now tracjc; the acdual movements of the forward dollar 
since the war. The early period can be briefly dismissed, for it has 
been discussed, in relation to sterling, in the previous chapter. 
During the post-war boom the exceptionally high New York call 
money rates, which at times rose to between 20 and 25 per cent, 
were an important facdor and were partly responsible for the big 
discount on the forwarfl dollar. For some time a curiously anomalous 
situation arose, owing to the wdde discrej)ancy between New York 
bill rates and call money rates. While it was highly profitable for 
London banks to transfer funds to the New York call money market 
with the exchange risk covered, at the same time it was ])rofi table 
for New York banks to transfer funds to the London bill market, 
also with the risk covered, if they sought to employ part of their 
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resources in bills instead of call money. This situation recurred 
during the second luilf of 1928 and in 1929 — and since the details 
are much easier to ascertain for the latter period, we propose to 
discuss this question when dealing with the movements of the 
forward dollar in 1928. 

Until the middle of 1924 forward dollars were almost incessantly 
at a discount in relation to sterling, even though, from 1922 on- 
wards, tlujy were at times at a premium in njiation to the franc. 
From the middle of 1924 the movement in Interest Parities justified 
a premium on forward dollars against sterling, owing to the higher 
Bank rate and discount rate i)revailing in London in consccpicnce 
of the efforts to restore and maintain the gold standard. Neverthe- 
less, bull speculation in sterling resulted in a relapse in the forward 
dollar after its temporary rise to a premium in tlu^ summer of 1924. 
ft was not until these bull positions were liquidated after the 
restoration of sterling to par that the forward rate once more 
moved towards its Interest Parities. 


(3) SEASONAL influences 

In the autumn of 1925, the forw^aril dollar again went to a dis- 
count, i)artly because of a rise in bill rates in New' York and a 
simultaneous decline in bill rates in London, and ])artly because 
of seasonal influences which brought spot dollars to gold import 
point in relation to sterling. In the circumslances, the market 
naturally anticipated a depreciation of the spot rate. When this 
depreciation occurred, early in 1929, the forw^ard dollar recovered 
to a premium, especially as the Bank of England rate had mean- 
while been raised from 4 to 5 per cent, causing the dis(?oimt rate 
})arity to move in favour of the dollar. The same seasonal pheno- 
menon repeated itself during 1929, this tinie unaccompanied by a 
corresponding fluctuation of the Interest Parity. The mere fact 
that towards the end of the year spot dollars appreciated to gold 
import i)oint was in itself suflicient to bring the forward rate to 
a discount. 

It is w'orth noting that in lf)27 New' York bill rates fell by about 
J per cent before the actual reduction of the New York Bank rate 
in August, but notwithstanding this the forward rate responded 
only w'heii the change in the discount rate parity w as coiitirmcd by 
the reduction of the Bank rate. 
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(4) THE WALL STREET BOOM 

The period of 1928 and 1920 is very interesting and instriHJtive 
from the point of view of the forward dollar. The Wall Street 
boom resulted in an all-round rise in interest rates in New York. 
By the middle of 1028 the Bank rate parity had moved against 
the dollar, and simultaneously the forward dollar went to a dis- 
count. During the autumn months the forward dollar became con- 
siderably undervalued compared with its discount rate parity, and 
also with its Bank rate parity. This was not an unusual state of 
affairs. In fact, throughout the post-war period, the forward dollar, 
except for brief periods, had always been undervalued in relation 
to these parities. On the other hand, it had usually been over- 
valued compared with parities based on interest rates on call money, 
time money and commercial paper in New York. Consequently, 
the theoretical Interest Parity, which would naturally take account 
of these rates, must generally be more adverse to the forward dollar 
than would appear from the trend of either the discount rate y)arity 
or the Bank rate parity. During the second half of 1928 the 
abnormally high call money rates in New York made this situation 
particularly clear. 

While, from the middle of 1928 until the end of 1929, the for- 
ward dollar was constantly undervalued compared w'itli its discount 
rate parity, it was very heavily overvalued compared with its (jail 
money parities or with the parity between the New York time 
money rate and the London discount rate. It was highly profitable 
for London banks to transfer funds to New York call money 
loans or time money loans. In order to cover the exchange risk, 
they had to relinquish part of the profit on the transaction, and 
since during that period the spot dollar w^as in the vicinity of gold 
import point, this measure of precaution was essential. 

(5) ANOMALOUS POSITION 

Throughout the second half of 1928 and the whole of 1929 
there was a matoial profit on covered interest arbitrage wdth 
New York for funds invested in call money and time money. At 
the same time, just as during the early })ost-w'ar period, it would 
liave been profitable for New^ York banks to buy sterling bills find 
cover the exchange. From time to time the profit on such opera- 
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tions was over 1 per cent per annum, but very few American banks 
availed themselves of it, owing to the much more attractive invest- 
ment facilities in the home market, where interest rates rose to a 
very high level. Nor did London banks take advantage of the 
profit on call money and time money sufficiiently to reduce 
materially the discrepancy between the forward dollar rate and 
the margin between the London bill rate and the New York call 
money rate and time money rate. Although during that jieriod 
the influence of the call money market was })redominant, the 
forward dollar tended to be influenced to a larger degree by bill 
rates than by call money rates or time money rates. 

Another instructive example from the experience of the forward 
dollar at this period is that from Juno 1928 until October 1929 the 
discount on forward dollars was relatively wider for one month 
than for three months. As the spot dollar was all the time over 
parity in relation to sterling, the working of gold points — which 
under the gold standard is often responsible for divergencies be- 
tween long and short forward rates could not have been the cause 
of this discrepanc}". The explanation lies in the fact that, as much 
of the funds that were transferred to New York for interest arbitrage 
were cm])loyed in call money, the operations led to a selling pressure 
on short forward dollai's. The exchange risk on funds invested in 
call money is seldom covered for more than one month. 


(()) FOUWARI) DOLLARS DTRINO 1929-31 

During 1939 the range of forward dollar fluctuations in relation 
to sterling was relatively limited, and the rate was almost all the 
time within its transfer ])oints. The anomalous situation of forward 
sterling, referred to in the last chaj)ter, which was created through 
the refusal of the Bank of France to accept gold of standard tineness, 
failed to affect the sterling-dollar forward rate, since it was due to 
local circaimstances between the franc and sterling. We dealt in 
the last chapter with the critical period of 1931, and as the move- 
ment of the sterling-dollar forward rate then was due to a cause 
inherent in sterling, there is no need to returji to the subject here. 
The only point worth mentioning is that the sudden depreciation 
of the forward dollar in October 1931 was in part, at least, due to 
fears that the spot dollar might tollow the depreciation ot spot 
sterling. With the return of conlideiicc in November, the torward 
dollar once more went to a premium. 
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While until the suspension of the gold standard in Great Britain 
the forward dollar had renniined in the close vicinity of its Interest 
Parities, during tlie last quarter of 1931 a discrepancy arose which 
was at times as wide as 2 per cent per annum. Throughout the first 
half of 1932 the discrepancy was even wider : it was seldom less 
than 2 per cent, and at times was much above that figure. All the 
time, the forward dollar remained abnormally undervalued com- 
pared with its Interest Parities. When the latter moved against the 
dollar, the forward rate went to a very wide discount, owing at first 
to a flight to the £ but later to a speculative attack on the dollar. 
After tlic collapse of this attack in June 1932, a reaction set in, and 
a weak tendency of spot sterling, coupled with a marked decline 
of bill rates in New York, brought the rate down practically to 
parity with, spot dollars. This movement was, however, short-lived. 


(7) THE CRISIS OF 1933 

The banking crisis in the United States at the boginning of 1933 
was accompanied by a wave of distrust in tlie dollar, culminating 
in March, when the monthly average discount on forward dollars 
rose to a peak of fij per cent ])er anniiui. Since the spot dollar was 
overvalued, this was in accordance with the Ihirchasing Power 
Parity theory which worked mainly through the intermediary of 
the speculative factor. 

The dei)rc(aation of the spot dollar after the suspension of the 
gold standard caused the forward dis(;ount to narrow consider- 
ably tow^ards the middle of the year as the spot dollar ceased to 
be overvalued. But when President Roosevelt’s intention to 
depreciate the spot dollar further became evident, the discount 
widened once more, reaching the vi(;inity of its ])revious high 
record by December. At the same time the rellationary polic^y 
adopted by President Roosevelt resulted in a decline of intmc'st 
rates in New York, so that, while the discount on forward dollars 
widened, the Interest Parities moved in favour of tlu^ dollar. This 
anomaly was all the more striking as at the same time spot dollars 
became consid(5rably underv^alucd compared with their Purchasing 
Power Parities, so that theoretically the forward dollar ought to 
have been at a premium, hi reality, however, the working of both 
the Interest Parity theory and the Piindiasing Power lenity theory 
can be vitiated by the speculative factor, l^ven if the forward rate 
is undervalued compared with its Interest Parities, and even if 
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the spot rate is undervalued compared with its Purchasing Power 
Parities, the forward rate may depreciate further if the market 
anticipates a further tall in the spot exiiliange. 

It is also worth wliile to inquire why interest rates in the 
United States declined and wliy money was exceptionally easy, 
througliout 11)33 and 11)34, in spite of the gross undervaluation of 
the forward dollar. vVccording to the theory of reciproiaty, the 
large profits obtainable on swap transactions tiuid to cause a rise in 
internaJ money rates in the country whose Forward Exchange is 
undervalued. There are two reasons why this huv did not operate 
in the United States during U)33-34. The one is that the (Govern- 
ment pursued a delil)erate policy of inflation and cheap money, so 
that the undervaluation of the forward dollar, unlike that of the 
forward franc two yi^ars later, failed to produce monetary stringency 
in the home market. The other reason was that the United States 
authorities imposed restrictions on swap transactions. American 
banks were not allowed to undertake a sw ap operation unless it was 
connected with some genuine commercial transaction. For this 
reason they were not in a jiosition to take advantage of the discount 
on the forward dollai* by swap transactions either on their owii 
account or on account of their clients. Admittedly, restriction 
was not water-tight. Since American banks were fully entitled to 
(jover the exctharige risk on short-term credits granted abroad, in 
many instancies they were prepared to grant such credits at a very 
low interest rati^ or even free of interest in order to take advantage 
of the profit on the swap in a legitimate way. in fact, cases have 
been brought to my notice in which credits were granted, on goods 
in warehouses in England, with a negative interest rate. That is, 
the borrowers I'eceived a. small premium for their consent to 
accept the loan olTered by the American bank. The volume of 
such transactions was not, however, nearly suflicient to make a 
material dillerence to money (‘onditions in the United Slates, which 
remained consisleutly easy. The American experience of li)33 and 
1i)34 does not invalidate the reciprocity theory, but merely provides 
an example of the (*ircumstances in whii^h the eflect of forward rales 
on interest rates becomes neutralised. 

(S) AITKR THK STABILISATION OF THE DOLLAR 

After the provisional stabilisation of the dollar, a sharp reaction 
set in. l^y the end of Api*il 1934, lorwartl dollars were wutliin i ])er 



272 


FORWARD EXCHANGE MOVEMENTS 


PART V 


cent of* their j)arity in relation to spot dollars, and within I per cent 
to 1 per cent of their discount rate parity. Nevertheless, they 
remained at a discount throughout 1934, even though the ex- 
ceptionally low discount rates in New York would have justified a 
premium. In this instance again, the discrepancy between the 
discount rate parity and the forward rate was duo to the fact that 
both time money rates and call money rates remained relatively 
high. While the rate for fine bank bills in New York was down to 
per cent by May 1934, and to J per cent towards the end of that 
year, the call money rate remained at 1 per cent and the time 
money rate at J per cent until April 1935. Thus, while the margin 
between discount rates in Jjondoii and New York would have 
justified a premium on forward dollars right from the beginning of 
1934, it was not until 1935 that New York time money and call 
money declined below the level of London discount rates. This 
explains in part why the forward dollar remained at a discount 
until early in 1935. 

In any case, it was not until November 1934 that exchange 
restrictions were removed, and even after that date many American 
banks were reluctant to undertake arbitrage operations that 
involved an export of capital. It was several months before 
the volume of arbitrage assumed sufficient dimensions to wipe out 
the discount on the forward dollar. 


(9) INTEREST RARITY FAVOURS PREMIUM ON FORWARD DOLI.AR 

The tendency of the forward dollar during li)35 and 1930 
deserves special attention. The fact that, from February 1935 
onwards, the forward dollar was at a premium, and that at times 
its |)remium was as wide as 2 c. for three months, was regarded by 
many people as highly anomalous, and even some experts wer(‘ 
at a loss to explain it. In reality it is easily ex[)licable on the 
basis of the theory of Forward Exchange. Interest Farities, no 
matter on what rates wo base them, were throughout that 
period distinctly in favour of the dollar. Bill rates in London 
throughout the fieriod have remained at a shade over J per cent, 
and from time to time they have risen perce[)tibly over i per cent. 
In New York, on the other hand, bill rates throughout 1935 were 
H to per cent. This made a dificrcnce of at least § pc^r cent, and 
frequently of over I per cent, in favour of New York. Although 
call money rates and time money rates in New York during 1935 
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were a shade over bill rates, they were nevertheless very low, and 
in any case banks abroad were no longer attracted by call money 
investment. Jf we compare New York call money rates with 
London day-to-day loan rates, there remains a discrepancy in favour 
of New York of about I per cent per annum. 

The discrepancy is distinctly wider if we compare the deposit 
rates granted to foreign banks in both centres. For some inscrut- 
able reason, London banks in 1935-36 were prepared to pay some- 
thing like 8 to 1 per cent on three-months’ time deposits, even 
though the re-investment of these funds in bills would have resulted 
in a loss. In New York, on the other hand, hardly any interest was 
allowed on deposits. American banks were not at all keen on 
receiving them, owing to the lack of facilities for profitable re- 
investment in a liquid form. No interest was allowed for the first 
month, and very little, if anything, for subse(]|uent months. Con- 
sequently the discrepancy between London and New York deposit 
rates definitely favoured the forward dollar, to the extent of over 
J per cent. Given these hicts, a premium on forward dollars amount- 
ing to between J and § per cent per annum was fully justified on 
the basis of Interest Parities. 

(10) OVKRVALUATION OF FOllWAllI) DOLLARS IX 1935-36 

From June to September 1935, and again towards the middle 
of 1936, the premium was, however, wider than the dis(?rcpaiicy 
bctw'ecii interest rates. The persistence of this overvaluation 
perplexed Foreign h]xchango dealers and also those few economists 
who take an interest in Foreign Exchange. Its consecpicnces w^ero 
not, however, realised adetpiately. The persistent and abnormally 
wide premium on forward dollars w^as largely responsible for the 
repatriation of American bank balances from London, and for the 
transfer of British and foreign bank funds from T..ondon to New 
York. And it was partly the movement of these short-term funds, 
American, British and foreign, that brought about the spe(!tacular 
influx of gold to the United States in 1935-36. 

Admittedly, the influx of gold was largely the result of the 
repatriation of American refugee money and of a heavy influx of 
Eur<qx^an refugee money. But the westward flow ot bank funds 
also contributed to the buying pressure on dollars which led to a flow 
of gold to New^ York from Paris and other continental centres, and 
also from the London gold market. Had the premium on forward 

T 
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dollars not exceeded its rntorest Parities, the Aincrieaii banks would 
have left their balances in London, for tliey liad no use for tlie funds 
in New York. But with the increase of the premium it became too 
costly for them to cover their exchange risk by selling sterling forward 
whenever they renewed their expiring sterling dei)osits or sterling 
bill holdings. The cost of covering the forward exchange was higher 
thaft the difference between the interest rates in London and New 
York, so that it was no longer profitable for the American banks to 
keep their funds in London. 

At the same time, British and foreign (non- American) holders of 
liquid sterling assets found it profitable to transfer their balances 
from London to New York. Tt is true that the interest they 
obtained on dollar deposits or bills was even lower than the interest 
obtainable on sterling deposits or bills. But in covering the 
exchange risk they had to sell forward dollars, thereby benefiting 
by the big ]n'emium, which more than compensated them for the 
loss in interest yield involved in transferring funds to New York. 

(ll) lUTYTNC} PRKSSORK ON KORWAKD DOLLARS 

Hut then, it may be asked, how was it that-, in spite of the selling 
of forward dollars by those wdio transferred funds to New York, 
the prcmiiiin continued and, apart from a few rcjlapses, remained 
at an abnormally high level ? .1 low was it that the banks in London 

and elsewhere did not transfer funds on a larger s(!alc to take 
advantage of the ])rofit on the operation f The ex])la]iation is that 
there was a strong buying jnessure on forward dollars which fully 
counteracted the selling caused by interest arbitrage. Moreover, 
many banks did not take an activ^e hand unless the profit obtain- 
able on transferring funds to New York was at least i per cent f)er 
annum. Whenever the [uemium on forward dollars rose to a 
sufficiently high level to afford such a profit- as it did in June, 
July and October, and June and July 11)3(3- the selling of 

forward dollars through interest arbitrage soon resulted in a 
relapse in the premium. 

What was the cause of the persistent buying pressure on forward 
dollars wliich, despite selling by arbitrageurs, sufficed to maintain 
an abnormal premium for some length of t ime ? Two main factors 
were responsible. In the first place, the spot dollar, ever since its 
depreciation in 11)33-34, had been substantially undervalued 
against sterling. Most ])eople took it for granted that in the long 
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runthestcrling-dollarrate would decline below the figureof 5*00 5*05, 
around which it stood for a long time during Indeed, a 

decline in the spot rate had been expected even when the rate was 
around 4-90, so that, after the rise above 5-00, a decline was gener- 
ally considered practically certain. It was assumed that the rate 
of stabilisation would be not higher than the old parity of 4-86, and 
might be much lower. As a result, merchants and holders of 
securities were more inclined to hedge against an appreciation of 
the dollar than against its f urther depreciation, whicii was considered 
unlikely. They did not mind being “ long ” in dollars, but took 
good care never to be “ short ”. In consc(iuence, there was much 
more forward buying than forward selling of dollars by merchants 
and investors. While there was no actual bull speculation in 
dollars against sterling, in practice this one-sided covering against 
exchange risk produced the same result. The second important 
cause of the linn undertone of forward dollars was the practice 
of selling forward francs against forward dollars in the London 
market. Many speculators who expected a devaluation of the 
franc were anxious to limit their risk. If they sold forward 
francs against forward sterling, they were exposed to the 
risk of a recovery of spot francs against sj^ot sterling. If, on the 
other hand, they sold forward francs against forward dollars, their 
risk was rostri(^ted to the amount of the discount on forward dollars, 
plus the diircrcncc between the gold points of the franc-dollar 
exchange. It was realised that the depreciation of the spot dollar 
against sterling was largely an indirect consccpicnce of the weakness 
of the franc, and that the moment the franc was devalued the dollar 
^\as bound to recover against sterling. lAir this reason, the profit 
prospe(?ts wei’e larger if francs were sold against dollars than the}’^ 
were for sales against sterling. 

It was for these reasons that the premium on forward dollars 
was so persistent. If the big banks — who, after all, control most 
of the Ihpiid funds — had been prepared to engage in active interest 
arbitrage for a profit smaller than 1 cent per annum, their 
operations would have kept the premium nearer to the Interest 
Parities. After the devaluation of the franc, the expectations ot the 
market materialised. The spot dollar a])])reciated in relation to 
sterling to the extent of over ])cr cent, while at the same time the 
premium on the forward dollar contracted. At about ;J c. for three 
months it was more or less around its Interest Parities, l^rom time 
to time the anticipation of a further appreciation of the dollar 
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against sterling led to the slight widening of the premium, but it 
remained well within its transfer points. 

I have dealt at some length with the recent tendencies of the 
forward dollar, for it provides a valuable illustration of the applica- 
tion of the theory of Forward Exchange in comparatively normal 
conditions both between two free markets and between incon- 
vertible currencies. 



CHAPTER XXX 


THE FORWARD FRANC 

(1) LIMITATION'S OK ARBITHAGE WITH TAUIS 

The difficulty of finding what interest rates slioiild serve as the 
basis for reckoning Interest Parities is even greater in the case of 
the franc than in the case of the dollar. The market rate of dis- 
count is in Paris even less representative of the tondemaes of interest 
rates than it is in Now York ; and while in the latter centre there 
is the alternative choice of basing the Interest l^irity on the call 
money rate, in Paris there is no partiiailar quoted rate which can 
be regarded as especially important from the point of view of 
interest arbitrage. The rate charged on pensions of Bans da la 
Defense Nationale is unquestionably tlie most representative in the 
Paris market, but it has relatively little meaning for arbitrageurs 
abroad. The latter have to depend upon deposit rates to a much 
larger extent than they do in arbitrage witli London or even New 
York, and since the deposit rates are largely a matter of negotiation 
and arc not quoted regularly, they cannot be used for calculating 
Interest Parities. For this reason the dis(?ount rate parities must 
b(‘ depended upon, liowcver unrepresentative they may be. 

During a large part of the post-war period the Paris money 
market was not free, so tliat arbitrage wdth Paris was not always 
as smooth as it was between Ijondon and New York. ^loreover, 
the custom of covering balances abroad was not so general in France 
as it is either in Great Britain or in the United States. In the circum- 
stances, Interest I^iritics naturally did not jilay such an important 
part in connection with the forward sterling-franc rate as they did 
in connection with the forward stcrling-dollar rate. Nevertheless, 
as the franc chart opposite page 286 sliows, there has been a re- 
markable degree of sympathy between the movements of the 
forward franc and those of its Interest Parity, except during 
periods of acute crisis. 
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(2) MISLEADING THEORIES 

The speculative factor has played a more important part in the 
history of tlie forward frami than in that of either forward sterling 
or the forward dollar. To begin with, the same factor which caused 
the gross overvaluation of sterling in relation to the dollar during 
the early j)ost-war dealings in Forward Exchange also caused a gross 
overvaluation of the forward franc -in relation to sterling until 
about the middle of 1921, and, more especially, in relation to the 
dollar until about the beginning of 1922. The general public, the 
markets, and even experts, refused to regard the depreciation of 
the franc as being anything but temporary, and the forward 
franc expressed this anticipation of eventual recovery. I’he Pur- 
chasing Power Parity theory as expounded by Professor Cassel was 
largely responsible for the misconception which caused the Forward 
Exchanges of all the former European belligerent countries to 
become heavily overvalued during the first few post-war years. 
The theory whicJi Professor Cassel popularised was that an under- 
valued currency is bound to return eventually to its Purc^hasing 
Power Parities. He did not make it sufficiently ])lain for the man- 
in-the-street that ecpiilibrium can be restored also through an 
adjustment of Purchasing Power Parities to exchange rates. His 
teachings conveyed the inijnession that an undervalued currencjy 
is likely to appreciate. This is certainly not what he meant, but, 
having omitted to lay stress on the reei])rocal character of the 
relations between price levels and exchanges, he and his followers 
were largely responsible for the popular misinterpretation of his 
theory. 

In addition, there w ere large numbers of people in every country 
who went even further. T'hey were firmly convinced that sooner 
or later all exchanges w^ould come back to their old ])rc-w^ar Mint 
parities. It is thus no w^onder that in most depreciated currencies 
there was bull speculation on a large scale. 1’he result was a heavy 
premium on the Forward Exchange, although the real position 
and prospects would have warranted a discjount. It was only when 
the markets began to rcjalisc the futility of expecting a recovery 
that tlie bull positions were liquidated and bear positions were 
created. 
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(3) FLITCTTTATIONS DURING 1921-23 

In tlie case of France, the unwarranted optimism about the 
prospects of the currency disappeared earlier than in the case of 
some other continental countries, owing to the huge expenditure 
on the reconstruction of devastated regions, the realisation of the 
difficulties of collecting reparations from tJermany, and also to fears 
that sanctions against non-payment of reparations might be applied 
by the Frencli (government. While in 1920 and early in 1921 the 
premium on the forward franc in relation to sterling was at times 
as wide as 0 per cent per annum, during the second and third 
quarters of 1921 the premium gradually disappeared and gave way 
to a discoimt. In the case of the franc during this period it is im- 
possible to observe any connection between the fluctuations of the 
spot rate and those of the forward rate. 

Towards the end of 1922 wholesale inflation in France 
and the reduction of the Hank rate in London without a corre- 
sponding change in Paris, together with the anticipation of the 
Ruhr occupation, resulted in a rising trend in the discount on 
forward francs, which in relation to sterling widened momentaril}^ 
above 4 per cent per annum in November. The forward franc ap- 
proached its discount rate parity during the second half of 1922 and 
the first ([uarter of lf)23, and became undervalued during the second 
(juarter, but during the second half of the year the discount rate 
parity more or less adjusted itself to the forward rate. Throughout 
this ])eriod the spot rate continued to depreciate, but the forward 
r.de. though at a moderate discount, was, if anything, slightly over- 
valued. Although the Ruhr occu])ation caused forward francs to 
be at a discount throughout 1923, it was not until the beginning 
of 1924, when a wholesale speculative attack was launched in the 
forward market, that the overvaluation of the forward franc gave 
way to gross undervaluation. This speculative attack, and the 
method employed by M. Poincare to defeat it, constitute a very 
interesting chapter in the history of Forward Exchange, and 
deserve to be discussed in detail. 


(4) THE GREAT Sl’KCULATlVE ATTACK 

The attack began in November 1923, when it was noticed that 
forward francs were being sold heavily in Amsterdam on German 
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account. The wave of selling soon spread to London, and before 
very long selling was in progress in every market from Vienna to 
Buenos Aires. The speculative activity was not by any means 
confined to sales of forward francs. To a large extent it took the 
form of borrowing francs and selling them for immediate delivery. 
In fact, to. quite a considerable degree speculators were selling spot 
francs — which were, of course, due to be delivered in two days, 
according to the usage -in the hope that on the day of the delivery 
they could cover their sales at a profit. It was not until the French 
authorities took steps to discourage the granting of credits to 
foreign borrowers that the activity of bear speculators became 
focussed upon the forward market. 

In January 1924 the forward franc was still at a quite normal 
discount and was at par in relation to the dollar. It was only in 
February that the widening of the discount in relation to both 
sterling and, to a less extent, dollars, indicated a rapid development 
of the huge bear position. On March 1 the discount on the forward 
franc in relation to sterling was 4-20 francs for three months. A 
week later the figure was 10 francs. Meanwhile the spot franc, 
which was at 85 to the £ at the beginning of the year, depreciated 
from 103-40 francs on March 1 to 117 francs on March 8. While 
on previous occasions such a movement had caused a contraction 
of the discount in consequence of bear profit-taking in anticipation 
of a recovery, this time the discount continued to widen. It 
became practically prohibitive to all but the most re(?kless gamblers 
to sell forward for three months, though it was still comparatively 
cheap to sell forward for short periods. Foreign banks made 
desperate efforts to overcome the difiiculty of borrowing francs. A 
Swiss bank, for instance, published an advertisement offering (> per 
cent interest for three-months’ deposits in French francs.^ Possibly 
in this and many other instances the francs were required not for 
the purpose of speculation by selling short, but for the purpose of 
interest arbitrage, which was becoming increasingly profitable. 


(5) M. Poincare’s bear squeeze 

The speculative campaign attained its climax on March 11, 
when the franc touched 120. Then followed one of the most 
memorable recoveries in the history of Foreign Exchange. It began 
with rumours of the conclusion of credits abroad. These rumours 

^ Jean Casttinajor, Le Marche A terme dea changea en France ^ p. 122. 
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were subsequently confirmed by the announcement that a British 
banking group, headed by Lazard Brothers & Co., had granted the 
French Government a credit of £4,000,000 and a few hours later an 
American banking group headed by J. V. Morgan & Co. had granted 
a credit of $100,000,000. The banks acting as agents for the 
French Government began to buy francs heavily in an over-sold 
market. Before very long francs became practically unobtainable. 
When speculators realised that the game was up, many of them 
tried frantically to cover their short positions at all costs. 

During the first few days that followed the turn of the tide, 
many bears whose franc commitments were falling due made 
desperate efforts to renew their positions, for it was believed that 
the foreign credits would be exhausted soon and the franc would 
then resume its fall. Consequently, the discount remained wide 
for some days, and it was not until the last week of March that it 
began to contract rapidly. By that time many speculators had 
given up hope of avoiding having to cover at a loss, and, to judge 
by the recovery of the spot rate as well as the contraction of the 
discount on the forward rate, the extent of bear covering must have 
been substantial. The process of bear covering continued through- 
out April, and by the end of the month the spot rate was under GS 
and the forward discount had declined to about GO c. for three 
months. Even at that rate, however, it was undervalued compared 
with its discount rate i)arity, which shows that many bears still 
refused to (uit their losses and were carrying their ])ositions. 

Their views of the temporary nature of the recovery were justi- 
fied by subsecpicnt developments. Following upon the defeat of 
M. Poincare at the General Election, the franc became distinctly 
weaker, and by tlie end of May it w^as once more over 84 to the £. 
At the same time the discount on forward francs had again w idened 
to abnormal figures. 


(0) SlIORT-lAVED VTCTORV 

This experience showed that, even though a bear squeeze can be 
temporarily successful, es])ecially through the restriction ot credits 
to foreign borrowers, if it is undertaken with relatively moderate 
resources in fiice of an adverse fundamental position it cannot hope 
to produce lasting results. In 1924 the French budget was 
hopelessly unbalanced and inilation was bound to continue. In 
the circumstances, it was impossible, in the absence ot any genuine 
effort to restore equilibrium, to expect that the recovery ot the 
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franc would prove permanent. Moreover, the whole operation 
was undertaken, not as part of a well-conceived scheme of financial 
reconstruction, but in a vindictive spirit as a punitive action against 
the wicked speculators. It was for this reason that M. Poincare 
forced the bear squeeze to the point at wliich the spot franc actually 
became overvalued, and at which, therefore, French trade became 
handicapped. His whole attitude towards bear speculators was 
similar to his attitude towards Germany, which culminated in the 
occupation of the Ruhr. In both instances M. Poincare succeeded 
in inflicting a severe blow on his opponents, and in both instances 
his short-lived satisfa(;tion with the result had to be paid for 
dearly by France. The part played in M. Poincare’s bear squeeze 
by the official measures of credit contraction is discussed in detail 
in Cliapter XL. Undoubtedly, the bear squeeze through inter- 
vention by means of foreign credits would not have resulted in even 
a temporary victory had it not been preceded by an embargo on 
credits to foreign borrowers, an embargo which forced speculators 
from tlie loan market to the Foreign Exchange iiiarket, exposing 
them to the mercy of the authorities. 

In the two years from the advent of M. Herriot in June 1924 to 
the second great climax of the franc in July 1920, adverse pressure 
on the forward franc was ]>crsistent but varied in intensity. The 
discount on forward francs fluctuated widely, and was generally 
hopelessly out of touch with its discount rate parity. From 
August to October 1924 the discount on forward francs contracted 
sharply, declining slightly below discount rate parity, but before 
the end of that year it w^idoned once more, and again lost touch w ith 
its Interest Parities. Throughout 1925 the speculative undorv^alua- 
tion of the forw'ard franc continued, though towards the middle of 
that year the depreciation of forw’ard sterling, following upon its 
return to its old gold parity, w'as reflected in a sharj) contraction of 
the discount on the forward franc, stimulated also by a, downward 
movement of the Interest Parity. 


(7) TIIK CLIMAX OF 192() 

During 1929 the sw'eef)ing attack of 1924 was repeated, with even 
more spectacular results. The? spot fnirw dcprccintad on July 29, 
1920, to 240, exactly tw ice the figure of its woist ratci in 1924. At 
the same time tlie discount on the forward franc was 1 1 francs for 
one month, 18 francs for two months and 25 francs for three 
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months. At this stage, M. Poincare took charge once more. He 
repeated his tactics of 1924, this time without the aid of foreign 
credits. Having learnt his lesson, he took great (;are not to repeat 
the mistakes of two years ago. Instead of relying upon external 
assistance, he set about improving the fundamental financial 
position of France. Moreover, this time he abstained from over- 
doing the bear squeeze. 

Although there was an instantaneous recovery of both the spot 
and the forward franc from their »Iuly 29 levels, it took some time 
for the market to realise that this time the improvement would be 
of a lasting nature. While the spot rate recovered to 174 francs 
by the end of September, the three-months’ discount was still in 
the vicinity of 10 francs. It was not until the end of October that 
the forward franc showed a tendency to return to its normal level, 
and it was not until the middle of March 1927 that the discount 
for three months could be quoted once more in centimes instead of 
francs. Tn April, however, the discount disappeared altogether 
and gave way to a [)remium. Long before that the s[)ot rate had 
appreciated to the vicinity of 124, at which level it remained 
throughout the period of pre-stabilisation, and at which it was 
eventually stabilised. 

During March 1927 the forward rate re-established contact with 
its discount rate parity. It remained, however, out of touch with 
its Bank rate parity, for the simj)le reason that the French authori- 
ties were rehudant to bring the Bank rate into line with the decline 
of bill rates. Tiitil De(*ember 1927 the French Bank rate remained 
at o per cent, even though the market rate of discount in Paris 
declined to around 2 per cent by the middle of that year. Needless 
to say. in such (firtaimslances the forward rate follows the market 
rate of discount rather than the Bank rate. Indeed, by May 1927 
the forward rate, for the first time since 1924, became slightly 
overvalued compai’ed with its discount rate parity. 

(S) on U’lAL FORWARD OPERATIONS 

From August 1927 the forward franc came under the influence 
of oHicial Forward Kxoliango transactions undertaken by tlic Bank 
of’ France. A detailed discussion ot’tliese operations is to be found 
in Cliapter .\.\X\’IIJ. Their ol)jeet was deliberately to bring 
about an undervaluation of the forward franc, so as to make it 
profitable for French banks to invest their liquid resources abroad, 
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and thereby relieve tlie Paris market of the plethora of liquid funds. 
This was not the first time that the French monetary authorities 
had operated in Forward Exchanges. At various times during 
1924-26 they intervened in the Forward Exchange market as part 
of the tactics of their defence of the franc against speculative 
attacks. Not until 1927, however, did they pursue a systematic 
forward rate policy. 

Between the summer of 1927, when the official swap operations 
began to assume considerable dimensions, and the end of 1928, 
when these operations ceased, the forward franc was persistently 
undervalued to the extent of about J to 1 per cent per annum 
compared with its discount rate parity with sterling. Considering 
the degree of bull speculation which was undertaken throughout 
1927 and up to the date of the de jure stabilisation of the franc in 
June 1928, the forward franc would have become heavily over- 
valued if it had been allowed to take care of itself. After the 
stabilisation, the licpiidation of the huge bull position would have 
led to a substantial undervaluation of the forward franc. As it was, 
throughout the period when the Bank of France was engaged in 
swap operations, tlie forward rate was constantly at a moderate 
premium and fluctuated within a narrow margin only. By the 
beginning of 1928 the Bank rate parity followed the decline of the 
discount rate parity, so that throughout that year the forward franc 
was slightly undervalued also in relation to its Bank rate parity. 

After the legal stabilisation of the franc, when it was no longer 
considered necessary to divert funds from f^iris by causing an 
undervaluation of the forward franc, the discrepancy between the 
franc and its Interest Parities in relation to sterling declined to J per 
cent, while the undervaluation of the franc-dollar forward rate 
disappeared altogether. As a result, the banks gradually licpiidated 
their swaj) transactions, enabling the Bank of France to reduce its 
commitments. Towards the end of the year, the forward franc 
became overvalued once more, but by that time the Bank of France 
had ceased to take an active interest in forward rates. 


(9) UNDERVALUATION OF THE FORW^ARD FRANC IN 1929 

At the beginning of 1929, when no si)eculative influences were 
at work in either direction, the forward rate tended to move towards 
its Interest Parities. Subsequently, however, there developed a 
rather substantial undervaluation of the forward franc. Although 
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the discount rate parity and also the call money parity — which 
under stable monetary conditions began to play some part in 
arbitrage — would have justified a premium in relation to both 
sterling and dollar, the forward franc remained in the vicinity of 
par in relation to sterling, and at only a very narrow premium in 
relation to the dollar. During the greater part of the last three 
quarters of 1929 the forward franc was undervalued to the extent 
of 1| to 2 per cent per annum in relation to sterling. It was not 
until the end of the year that it began to approach its Interest 
Parities. 

The fiict that the marked undervaluation of the forward franc 
in relation to sterling did not lead to a sufficient amount of arbitrage 
to correct the position was due to several circumstances. For 
French arbitrageurs the profit of l | or 2 per cent per annum must 
have appeared small compared with the much larger profit obtain- 
able on interest arbitrage with New York. Apart from this, 
French holders of sterling balances were not in the habit of covering 
the exchange risk, so that they enjoyed the benefit of higher interest 
rates in J^ondon without having to bear even the relatively moderate 
cost of covering the forward franc. In any case, from the middle 
of the year sterling remained almost incessantly in the vicinity of 
gold export point in relation to the franc, and as it was then above 
suspicion, arbitrageurs felt it unnece.ssary to cover the exchange 
risk. The existence of a small premium in relation to the forward 
dollar is ex])lainc(l by covering operations on funds transferred to 
New York during the call money boom. 

During the first nine months of 19;i(), the forward franc remained 
in the close vicinity of its Interest Parities, and was in fact inclined 
to be overvalued. This was natural in view of the high degree of 
the undervaluation of the spot franc in relation to sterling, an 
undervaluation which by that time was making itself felt to an 
increasing degree. During the last two months of 1930 and the 
beginning of 1931 the forward franc went to a discount and once 
more became undervalued compared with its Interest Parities in 
London. This, however, was due to the abnormal conditions — 
described in Chapter XXVI 11- created through the refusal of the 
Bank of France to accept gold of standard fineness. ISince spot 
sterling declined considerably below its normal gold export point, 
and since this state of affairs was obviously temporary, it was 
natural that forward sterling should tend to go to a premium. 
When this abnormal situation was terminated in January, the 
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forward franc; returned to a preiniuiii, and by March it was again 
overvalued compared witli its Interest Parity with sterling. 


(10) THE FORWARD FRANC IN 1931 AND AFTER 

The behaviour of the forward sterling-franc rate during the 
crisis of 1931 has already been described in Chapter XXVIII. The 
forward franc moved more or less in sympathy with the forward 
dollar until the suspension of the gold standard in Great Hritain — 
except in so far as British official intervention in August aimed at 
the appreciation of forward sterling in relation to the dollar. But 
during the dollar s(;are of October 1931 the forward franc went to 
a substantial premium against the dollar. During 1932 the sterling- 
franc forward rate remained in the vicinity of both its parity with 
the spot rate and its Interest Parities, but the forward franc-dollar 
rate was most of the time at a big premium, owing to the dollar’s 
inherent weakness. This premium widened considerably, of course, 
during the American crisis of 1933 and during the depreciation of 
the dollar at the end of that year. Throughout this period the 
movement of the forward franc mainly reflected the tendencies of 
the forward dollar. 

It was not until 1 934 that causes peculiar to the franc itself once 
more predominated. The February riots were accompanied by a 
sharp increase of the discount on the forward franc, Avhich for 
several months lost toucli with its Interest Parities. Tlie apparent 
success of ^I. Dounicrgue’s Gov^crnmeiit in its efforts to improve 
conditions resulted, however, in a sharp recovery of the forward 
franc, which during the second half of 1934 went to a ])remium 
in relation to both sterling and the dollar. 

From the beginning of 1 ft3o the forw ard franc went to a discount 
and it has remained at a discount until the time of writing. From 
time to time the discount has assumed specitacular dimensions, and 
apart from one occasion in the autumn of 1 935 the rate has remained 
entirely out of touch with its Interest Parities. Its gross under’ 
valuation was in accordance with the rules of the Purchasing Power 
Parity theory of Forward Exchange. These rules were discussed 
in Chapter XXII and were there illustrated mainly by the recent 
experience of the forward franc. This experience also provides an 
excellent example of the reci])rocal chara(;ter of relations between 
Interest Parities and forward rates, discussed in detail in (Chapter 
XXI. The gross undervaluation of the forward franc compared 
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with its interest Parities was partly rcsi)()nsible for the increase 
in Frcncli money rates which took place in May and November 
1935 and again in May and Heptomber 193(5. This period also 
provides excellent examples of the relations between long and 
short forward rates, discussed in Chapter XXVI. To avoid dupli- 
cation, I must refer the reader to these chapters. Beyond doubt, 
the glaring anomalies that arose during 1935 and 1930 in connec- 
tion with the movements of the forward franc have contributed 
largely to the increased interest taken in the broader asj:)ccts of 
Forward Exchange. 



CHAPTER XXXI 


THE FORWARD MARK 


(1) THK EARLY POST-WAR PERIOD 

Tjie collapse of the mark in 1923 divides the history of the German 
l^’orward Exchange into two quite distinct periods, separated by a 
gap of over a year in which there wore no legitimate forward 
dealings whatever in German currency, and for which no quotations 
of forward rates arc available. Both periods are exceedingly inter- 
esting, though for totally different reasons. During the period 
before Scj)tember 1923, the movements of the forward mark pro- 
vided an interesting example of the effect of advanced inflation 
upon the Forward Exchanges. The course of the forward reichs- 
mark during the second period, from 1924 onwards, provides illus- 
trations of the movements of forward rates in a borrowing country 
in conditions of monetary stability. In following the course of the 
forward mark and the forward reichsmark, it ought to be borne 
in mind that arbitrage has always been highly developed in Ger- 
many ; possibly even more so than in London, New York or Paris. 

As we saw^ in Chapter VI 11, it was not until the first half of 1920 
that the practice of the Reichsbank, and of other banks, of quoting 
insurance {)rcmiuins against exchange risk was followed by the 
development of a proy)erly organised forw^ard market in Berlin. 
Throughout 1920 and 1921, and until the middle of 1922, the forw^ard 
mark was at a j)niinium in relation to sterling, the dollar and the 
hVench franc. To begin with, the premium was to some slight 
extent theoretically justified by the fact that, while the German 
Banlc rate was maintained at 5 per cent until July 1922, during 
1920 and part of 1921 the Bank rates in London and New York 
were considerably above that figure. This, however, does not mean 
that a premium on the forward mark was justified also on the basis 
of discount rate parities. For obvious reasons, the German Bank 
rate, at 5 per cent, was purely nominal, and market rates of dis- 
count were well above that figure. In any case, while the maximum 
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discrepancy between Bank rates was 2 per cent in favour of 
Germany, towards the middle of 1920 the premium on forward 
marks was at times as lugli as 8 per cent per annum, and during 
1921 it occasionally rose to the vicinity of 15 per cent per annum. 
It remained abnormally high even when the spot rate began 
rapidly to dej)rcciate- the sterling-mark rate rose from around 240 
during the first quarter of 1921 to about 1200 in November, though 
it recovered to 770 in December. When this depreciation movement 
reached its climax, the premium on the forward mark was around 
4 per cent per annum. Early in 1922 it was slightly higher, but 
subsequently it began to decline. When in May and rlunc it be- 
came evident tliat the mark was undergoing a non-stop depreciation, 
the premium ran out, and by the time the spot rate reached 1500 
the forward mark went to a discount. 

(2) UN WARRANTED ORTIMISM 

In the light of subscipient events, it may appear incompre- 
hensible that there could be a premium on the forward rate of a 
currency which was so obviously doomed, ft should have been 
evident to everybody that, owing to the excessive burden of re- 
parations which were tar beyond Germany’s capacity to transfer, 
to the weakness of the German (Jovernment, and to the prospects 
of military sanctions on the part of France, the mark had absolutely 
no chance of avoiding i^ollapse. For this reason the forward mark 
ought to have been at a discount — and a very substantial discount at 
that — from the very outset. The reason why it nevertheless remained 
for a long time at a premium, was the same as that which caused 
the I’orward franc, the forward lira and the forward Belgian franc 
to remain for a long time at a premium in relation to both sterling 
and the dollar. The world simply refused to believe that all cur- 
rerujies would not sooner or later return to their jirc-war parities. 
h]ven w^hen the mark wiis tumbling down fast and the sterling- 
mark rate was (pioted in six and seven figures, there were naive 
people wdio bought mark notes in the hope that through their 
appreciation to pre-w'ar parity they would become millionaires in 
pounds one day. 

The Foreign Excihangc market saw the danger signal earlier 
than the general public., but even otherwise shrewd dealers took a 
long time to realise that the mark was doomed. The mark was 
grossly undervalued compared with its Purchasing Power Parities, 
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and the belief that undervalued exchange rates are bound to return 
to their Purchasing Power Parities played an even more important 
})art in the case of the mark than it did in the case of the franc, 
in causing the Forward Exchange to be grossly overvalued com- 
pared with its Interest Parities. The fact that from time to time 
the spot mark underwent a temporary but substantial recovery 
encouraged the belief that sooner or later it would definitely improve. 

The reason why the overvaluation of the forward mark during 
that period was not even more pronoum^ed was that the premium 
was substantially reduced by interest arliitrage operations. So soon 
after the war, very few lOTcign arbitrageurs would have dared to 
risk their money by transferring it to Berlin, but owners of German 
refugee funds in Amsterdam and elsewlujre, anxious both to eat 
their cake and keep it by safeguarding themselves against the de- 
])reciation of the mark and at the same time benefiting by the 
high interest rates prevailing in (Jermany, lent tlunr funds to the 
German market by buying spot marks and covering the l^'orward 
Exchange. But for those operations, whi(;h were on a fairly larger 
scale, the results of the unwarranted optimism about the pr()sj)ects 
of the mark would have been even iiiorc fantastic. 


(3) TIIIO (X)LLAl\SK OF TflK MARK 

Once the market realised how utterly hopeless the outlook ff)r 
the mark was, the do])reciation of the spot rate was accompaTiicd 
by a rapid though not uninterrupted imirease of tfui discount on 
the forward rate. At one time, in November 1022, the dis(;ount 
widened to over 250 percent per annum; by tlie (Rid of the year 
it was down, however, to the relatively moderate figure of 50 per 
cent. But in 1023 tl)c discount began to assume spectacular 
dimensions. While during the earlier stages of inflation, the 
market had been guilty of excessive o])timisni about the prospects 
of the currency, at this stage it began increasingly to autici])atc the 
further progress of the d(?structive process. It became dillicult to 
obtain any (quotations for three months, while the rate for one 
month rcmclu^d 1,000,000 marks towards the middh} of July. On 
August 4, when the spot mark was 5,200,000 to the C, the discount 
on the forward mark was no less than 5,000,000 for one month, 
which is eipiivalent to about 1150 j)er cent per annum. On 
September 1, when the spot mark was 45 miliums to the £1, the 
(quotation of the forward mark was 20 millions for one month. 
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After that date, the rates became subject to negotiation, while from 
the end of September the forward market in marks ceased to exist. 

According to Mr. Keynes,^ these fantastic forward rates were a 
reflection of the sensational rate of interest for short loans current 
inside (iermany. It would be diflicult, however, to try to establish 
any link between internal rates and forward rates once the collapse 
had assumed a panic-like character. Botli rates were but the mani- 
festation of the desperate flight from the mark, and amidst the 
confusion and demoralisation prevailing, discrcpaiujies that un- 
doubtedly existed between them lost all theoretical meaning. 

(4) rOHWAKI) DEAniNOS AKTEK STAHILTSATTON 

In 1923 all Forward Exchange dealings in (Jermany were pro- 
hibited except buying and selling forward in foreign currencies 
against each other. It was not until late in 1924, after the stabilisa- 
tion of the currency and the establishment of the reichsmark, that 
Forward Exchange business was resumed. Meanwhile, a certain 
amount of highly speculative dealing took place in occupied terri- 
tory, especially in fk)logne, where the success of Dr. Schacht’s 
stabilisation was not trusted and I’orward marks remained at a wide 
discount. Tt was by repeating C^ount Witte's tacitics of 1S94 that 
Dr. Schacht, by (iiiiting a scarcity in marks, compcjlled bcNirs to 
cover at a heavy loss. After this lesson the specailative fever 
subsided. 

When forward dealings in reichsmarks w(n*e resumed, undcT the 
new currency ivgime, early ciuotations retlcMJted the wide discrcjpancjy 
between intcu’est I’ates in (fermany and abroad, ^.fo wards the end 
of 1924, the forward rei(*hsmark was at a discount of some 4 per 
cent per annum, but early in 1925 the discount contracted. The 
forward reicjhsmark was all this time iJiore or less overvalued (com- 
pared with its Bank rate f)arity, its discount rafe parity and, more? 
especially, its call money rate parity. 

(5) THE EORWAllI) REICHSMARK OVERVALUED, 1920 2S 

During 1926 a high degree of contact was established between 
the forward reichsmark curve and that of its discount rate ])arity. 
Early in the ycjar the discount was about 1| per (cent, which corre- 
sponded to the discrepancy between bill rates in London and 
^ A Tract on Monetary Uejorm^ p. 120# 
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Berlin. By the middle of the year this discrepancy declined to a 
purely nominal liguro, while the Bank rate in London was raised 
to the level of the German Bank rate. For some months during 
that period the forward reichsmark moved round its parity with 
the spot reichsmark. During 1927 the curve of the forward reichs- 
mark and those of its discount rate parity and Bank rate parity 
again moved in parallel to a remarkable degree. As and when the 
discref)ancy between interest rates in London and Berlin widened, 
the discount on the forward reichsmark widened too. During the 
last two montlis both were in the neighbourhood of 2|- per cent per 
annum, which was exa(jtly the figure of the discrepancy between 
the British and (German Baiilc rates. It ought to be borne in mind, 
however, that in Germany, in consequence of the prevailing scarcity 
of funds, interest rates were inclined to remain over rather than 
under the Bank rate. Rates allowed on foreign deposits especially 
on reichsmark deposits -were above bill rates in Berlin. Thus, if 
the forward rei(ihsmark rate was more or less at its discount rate 
parity in relation to sterling, it was most of the time overvalued 
compared w ith its dc[)osit rate parity, which, from tlic point of view 
of arbitrage, was more important than the discount rate parity, it 
should be noted, too, that the forward reichsmark-dollar rate was 
overvalued even in relation to its dis(.*ount rate parity. 

.During 1928 the forward reichsmark also became considerably 
overvalued compared with its discount rate parity in relation to 
sterling. This overvaluation continued during the early ])art of 
1929, tliough towards the middle of that year the forward reichs- 
mai k adjusted itself to some extent to its Bank rate ])arity. 

(0) OVERVALUATION OF RKIOIISMARK EXPLAINEJ) 

This ])crsistent overvaluation of the reichsmark during a pro- 
longed period recpiires some explanation. All the known facitors 
appear to liavo been working in the opposite direction. Germany 
w^as borrowing abroad heavily in the form of short-term credits. 
Whether tliesc op(a\ations assumed the form of borrowing by German 
banks in fonugn currencies or of lending by foreign banks in the 
form of reichsmark de[)osits, they involved a selling pressure on 
the forward reichsmark. 

Nor can the overvaluation be attributed to any official manipu- 
lation by the Ueichsbank, for Dr. Schacht was opposed to any 
foreign borrowing and would not have stimulated it by overvalua- 
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tion. Indeed, in 1026-27 it was the Reichsl)anlv’s declared ])oIicy 
to discourage short-term borrowing abroad. The practical result 
of the overvaluation of the reichsmark was, of (jourse, an influx of 
foreign short-term funds, rendered ])rofitable by the discre])ancy 
between the forward mark and its Interest Parities. It was during 
that period that the swap and deposit busimvss assumed paiTiiailarly 
large proportions. 

The explanation of the overvaluation of the reichsmark lies in 
the fact that there was a persistent buying of foi’ward reiclismarks 
in connection with long-term borrowing abroad. A\''hctlier some 
of the proceeds of foreign loans were left abroad, or whether they 
were repatriated as and when the calls became due, it became a 
widespread practice to buy forward the reichsmarks recpiired. 
This was only natural, for although forward reichsmarks were over- 
valued, they were almost incessantly at a discount in relation to 
sterling, and especially in relation to the dollar, so that, unless the 
reichsmark was at gold import point, or unless the German bor- 
rowers took a strong view about the likelihood of its depreciation, 
they considered it advantageous to buy forward reichsmarks 
instead of s])ot. Thus, long-term borrowing abroad stimulated 
short-term borrowing abroad, through its effect on the forward 
rates. 


(7) EFFECT OF BOOM AND SLUMP 

Apart from a few brief intervals, the conditions described above 
also prevailed in ll)2B, though not to the same extent as in the 
previous year. As a result of the increase of the Bank rate in 
London in February, the sterling-reichsmark Interest Parity moved 
in favour of Germany and the forward discount declined to an 
unusually low figure. When, during the s])ring, the spot reichsmark 
touched gold export point, and the German Bank rate was raised 
to 71 per cent, the discount widened to the vicinity of its Bank rate 
parity, with the result that the forward reichsmark was actually 
beyond gold export point. In June, however, when the deprecia- 
tion of sterling brought the spot rate back to gold imj)ort point, 
the discount was inclined to widen for a while. After the increase 
of the London Bank rate in September, the forward reichsmark 
touched for a short while its Bank rate parity with sterling. It 

^ Report of Iho Siib-coininittee (ui Currency, Credit ainl Finance of flio 
inittoo appointed for tho Investigation of (German Trado Conditions (Merlin, 1929. 
E. S. Mittler & Sohn), p. 79. 
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remained, however, more or less overvalued in relation to its 
discount rate parity.. During the last quarter of 1930 Interest 
Parities moved against Germany and the forward rate adjusted 
itself to a large degree to those Parities. This was duo to the 
wave of pessimism which followed the successes of the National 
Socialists at the General Election. 

During the first five months of 1931 the forward reichsmark 
substantially became overvalued in relation to sterling, though not 
in relation to the dollar. In June, the (Central European crisis 
resulted in heavy withdrawals of American funds from Germany, 
and the spot reichsmark (piickly fell to its gold export point. Con- 
sequently the forward rate went to a nominal premium for a very 
short while, but fears that the Reichsbank would not be able to 
maintain the gold parity led shortly to a dis(}ount, which had 
widened to the neighbourhood of 10 per cent annum by the 
middle of duly, when the crisis reached its climax. 

The moratorium of July 13, and the subsecpicnt exchange re- 
strictions, brought th() German Forward Exchange market virtually 
to an end. Even though the reichsmark co?i tinned to be dealt in 
for forward delivery in foreign (lentres, the rates were a matter of 
negotiation. Dealing was not easy, since foreign banks were 
anxious to avoid increasing th(;ir rei(;hsmai*k balames and they 
were not, of course, allowed to overdraw their accounts with 
German banks. In the circumstances, the rates from time to time 
quoted for forward deals in reichsmarks were of little significance. 
During the autumn of 1931 the anticipation of an early devaluation 
of the reichsmark resulted in a widening of the forward discount 
to the neighbourhood of about 7/) per cent per annum. Sub- 
sequently, however, when it became evident that tlie Rcichshank 
meant to hold out, business was done on the basis of rates much 
more favourable to Germany. 



CHAPTER XXXll 


THP] FORWARD LIRA 


(1) AX IXADEQIJATIO MARKET 

Hitherto we have been dealing Avitli centres whittli ])()ssessed a 
more or less develof)ed money market, where the art of jii‘bitrage 
had reached a high stage of (ievelopment. The position is dillerent 
in Italy. The open market for bills in iNlilan is practical non- 
existent, and tlie rates quoted are noininal. Call money rates are 
not quoted at all. Notwithstanding the highly develo[)ed Italian 
banking system, throughout the post-war period there has always 
l:)een a (jertain reluctance on the part of Italian banks to make full 
use of their technique for the purpose of arbitrage and Forward 
Exchange business. Ever since the war theie has beefi almost 
constantly a restriction -ollicial or unoilicial on I<\)rward Ex- 
change dealings in Italy. During the period between the stabilisa- 
tion of the lira in U)27 and the crisis of the Forward Exchange 
market was nominally free, yet tlie leading banks did not feel at 
liberty to undertake transactions which tlujy thought might be 
viewed with disfavour in ollicial cpiarters. For this rcascm, the 
Tiiarket in the forward lira developed mainly abroad, while in Milan 
dealings in Forward lOxc^hangc were never ejuite as active as the 
relative importance of the lira among the world’s currencies would 
have warranted. 

The Iluctuations of the forward lira, therefore, can hardly pro- 
vide really representative examples of the w'orking of the principles 
of f\)rward Exchange theory. It is nevertheless worth while to 
follow^ the vicissitudes of the forward lira, from the origin of dc^alings 
after the WTir until dealings were susj)ended in 1025 in connection 
wdth the blocking of foreign lira ba1an(.*es. Suc^h a study affords 
some interesting examples of the behaviour of Forward Exchanges 
in an inadequate market, as w'ell as examph^s of official interven- 
tion. 
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(2) ABNORMAL PREMTOM 

During the early post-war years the tendency of the forward 
lira bore much similarity to that of the forward franc or the forward 
mark. Throughout 1J)20 and 11)21 the forward lira was at an 
abnormally wide premium. At times this premium rose above 
10 per cent per annum. Until the second ejuarter of 1921 this 
appears to have had theoretical justification to some slight extent, 
owing to the fact that the Bank of Italy did not follow the Bank of 
England and the Federal Reserve Bank of New York in raising its 
rediscount rate. In practice, however, as in the case of Germany, 
the discount rate parity was less in favour of Italy than the Bank 
rate parity. In any case, the lower Bank rate in Italy justified only 
a fraction of the wide premium on the forward lira. For the rest, 
it was due to the same factor as was res])onsible for the big premium 
on the forward reichsmark, and for the smaller but none the loss 
substantial premium on the forward franc during the same period. 
The spot lira was depreciating, and most j)e()ple considered its 
depreciation tern porary . 

When the first spell of depreciation was aj)proachi]ig its climax 
in January 1921, the spot sterling-lira rate rising to over 108, 
the forward lira went to par for a brief period, but recovered 
promptly to a wide premium. On this occasion tlie s[)(M;ulators 
proved to bo right, for by the middle of the year the s])ot rate was 
down to 72. All the time the forward premium remained a bnormally 
wide. In July, however, when the spot lira began to depreciate? 
once more, the premium on forward lira (^o?itra(?tod (‘onsiderably, 
and remained relatively narrow for the rest of tlie year. The s[)ot 
rate depreciated to over 100 by October, and remained between 
90 and 100 until the end of January 1!)22, when anticipation of 
another recovery caused the premium on th(? forward lira to 
widen. 

Once more the instinct of sj)cculators proved to be right. 
Simultaneously with the recovery of the spot lira, the premium 
on the forward lira contracted, and this tendency (lontinued for a 
while after that of the spot lira had reacted. In Juiu? aiul tluly 
1922, the forward lira for the first time went to a moderate dis- 
count. From September onwards, however, it was once more at 
a premium, where it remained, irrespective of the fluctuations of 
the spot rate, for the rest of the year and 1923. From time to time 
the premium widened to something like 4 per cent per annum, but 
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the spectacular figures of earlier years were never readied again. 
All this time the discount rate parity would have justified a dis- 
count on forward lire amounting to 2 1 to 3^ per cent ])cr annum 
in relation to sterling, and to li to 2^ per cent per annum in relation 
to the dollar, in 1924 the premium on the forward lira conlraclcd 
further, and in May and June it went to a discount for a fcAv weeks, 
but for the rest of the year it was quoted at a premium which 
continued and even widened at times during the first half of 1925. 

(3) A PARADOXICAL SITUATION 

Throughout this period, with the exception of 1920 and tlie 
first half of 1921, Interest Parities were strongly adverse to Italy 
and would have justified a fairly substantial discount. Needless to 
say, the gross overvaluation of the forward lira resulted in a c(n’taiii 
influx of foreign funds for interest arbitrage. At times such opera- 
tions were abnormally profitable, but in spite of this they ere not 
done on a suificiently large scale to reduce the premium on the for- 
ward lira to more normal proportions. Mr. Keynes was under tlie 
impression that this was due to a lack of umlerstanding of For- 
ward Exchange by bankers and other holders of lifpiid funds. ^ In 
fact, it would be more correct to attribute it to the unwillingness 
of banks abroad to invest funds in Italy. It will he remomhored 
that until the end of 1922 internal political and economic conditions 
in Italy were anything but stable. Even the substantial profits 
due to the premium on the forward lira and the high interest rates 
in Italy were not suflitiient to induce foreign banks to invest in 
Milan more than a small fraction of their resources. To some extent 
distrust in internal conditions in Italy was overcome by tlie arrange- 
ments made by certain Swiss alTiliates of Italian banks to accept 
lira deposits in Switzerland, but even so the volume of interest 
arbitrage operations remained nioderaic. for it was feared that any 
major disaster in Italy might allcct the position of the foreign 
associates of the Italian banks. 

Tlie situation was indeed paradoxical. While there was ex- 
cessive optimism about the prospects of the Italian exchange. Ihere 
was excessive pessimism about internal political and economic 
conditions and their possible repercussions upon Italian hanks. 
As if the lira could possibly have appreciated amidst an internal 
political upheaval or a general banking crisis ! Th(? contradiction 

^ A Tract on Monetary Reform ^ p. VM). 
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is, however, more apparent than real. Tt was the spe( 3 ulators who, 
through their optimistic views about all (lepreciated and under- 
valued currencies, caused the appreciation and overvaluation of the 
forward lira. And it was the hanks who, owing to tlieir distrust in 
the internal conditions in Italy, wore unwilling to take advantage 
of the big profit on the sw^ap. Thus the paradoxical situation can 
be explained by the difference between the views held by specadators 
and by bankers. 

After the advent of Signor Mussolini, order and stability were 
restored, but it was some time before this was realis(id abroad. 
(Gradually, as the foreign banks realised that there was no longer 
any need to fear major politi(?al upheavals in Italy, they began 
to transfer funds to Milan, and the profits obtainable^ on hiterest 
arbitrage declined to less abnormal pro[)ortions. 

(4) OrKK’IAL TNTKKVKNTION 

Towards the middle of ID'io, the forward lira went to a discount, 
and the discount in relation to sterling and tlie dollar remained 
almost without interruption until forward dealings in lire were 
suspended at the end ol‘ Broaelly sp(*aking, this was in 

accordan(*e with the tendency of lnt(u*est Parili(‘s, for interest rates 
in Italy were all the time considerably higher than in London or 
New York. 

The recovery of the spot lira from l.‘h) at the end of dune to 
about 120 at the beginning of Scjdember 1025 was accom[)anied 
by a widening of the discount, thus showing by that tinu3 the mark(d 
was inclined to view the prosf)ects with pessimism. In S(»ptemb(n‘ 
the discount was about S per c(mt per annum, and |■(Mnain(Ml fairly 
high until Nov^unber. During fhe period from S(*|)tcmbcr ll>2r> to 
May 102(), the spot rate was maintained comparatively stable l)e- 
tween IIS and 122 as a result of official intervamtion. According to 
Signor Demaria, this stability was achieved partly through official 
manipulation of the Forward Exchanges. Judging by the ligure 
of the dis(;oiint on the forward lira, this ?nay conceivably have 
been the case during j)art of the period of relative stability, 
between November Ifi25 and iMarch Ifi2fi, for the discount w'as 
then relatively narrow. During this period the forward lira 
became slightly overvalued compared with its discount rate ])arity. 
This may conceivably have attracted some foreign balances, or 
Italian balances which had sought refuge abroad against the de- 
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preciation of the lira. At that time the Ttalian Treasury was, in fact, 
engaged in swap transactions, but the information available about 
them is too hazy to enable us to use it as a basis of any too 
definite conclusions. The extent of the overvaluation was probably 
too slight to tempt foreign banks to invest any large j)roporii()n of 
their resources in Milan. 

From May 1926 onwards, specadation launch(al a violent attack 
on the French franc, and, as throughout the post-war period of 
fluctuation the three Latin currencies usually moved in sympathy, 
the lira underwent a marked depreciation. l>y t-lic (*nd of July 
the spot rate had risen above 150. Tin’s s])cculative activity was 
accompanied by a widening of the forward discoimt to al)normal 
figures. Even wlnle the spot rate was maintained around 120, the 
forward discount had widened to over 12 ])er cent j)er annum, and 
at the end of July it was about ‘hi per cent ])er annum. Tlirougliout 
this period and during sid)se(|uent months, interv(Mition in defence 
of the lira agahist speculative attack largely took the form of 
support for the Forward Exchange. In addition, the authorities 
endeavoured to force the bears to cover, by restricting (*redit in 
general and lira (credits to foreigners in particular. So long as the 
speculative ])rcssure due to distrust in the lira continued, these 
methods failed, however, to produce? the desired result. 


(o) PKSAKO AM) ALTER 

It was not until after Signor Mussolini’s IVsaro statement, in 
which he promised to defend the lira, that the tendency turned. 
The devices which had been applied successfully ('Iscnvhere, namely, 
the (tontraction of credit and reduction of the budgetary deficit so 
as to reduce the volume of spot exchange available, wore successfully 
applied also in Italy. The last four months of the year witnessed a 
sharp recovery of the spot lira, and simultaneously tlie discount 
on the forward lira contracted. In April 1927, by the time the 
sterling-lira rate had detdined below 100, the discount on the forward 
lira w'as once more down to about 3 per cent per annum. When 
the recovery movement attained its climax in June, the discount 
w^as only 1 per cent per annum. For the rest of the year it fluctuated 
between 1 and 3 per cent, which was within the range of about 1 
per cent of the Interest Rarities of the lira. Considering the 
limitations of the Italian market, this may be regarded as normal, 
especially as, although the spot lira was kept stable during that 
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period, it was not until December tliat legal stabilisation was 
carried out. 

A few days before stabilisation, the disc^ount on the forward lira 
widened to about 4 per cent per annum, indicuiting that the decision 
to stabilise the lira at about 2 j)er cent below the level at which it 
iiad been kept for the jaist five months did not come altogether as 
a surprise. Following upon stabilisation, the discount immediately 
dropped to about | per cent. 

(6) TIIK PKRTOI) or STABILITY 

Throughout 11)28 the forward lira nMiiaiiied at a discount in 
relation to sterling, but the discount never materially exceeded 1 
per cent per annum. In relation to the dollar, the forward lira 
at times went to a premium, but this was duo to the weakness of 
the forward dollar. In relat ion to the franc the discount on forward 
lira was at times between I i and 2 jier ceut, but this again Avas due 
to tlie inherent strength of the forwar<l franc. On the whole the 
forward lira was imhiicd to be overvalued compared with its 
Tniercst Parities, which were still in the vicinity of 2 to 2.^ per cent 
])er annum in relation to sterling. This should have attracted 
foreign funds, but owing to the lack of short-term investment 
facilities in the Milan market, and to the vague distrust in the 
stability of the regime, which continued abroad, the extent to which 
interest arbitrage took advantage of tlio discrepancy was not 
sufficient to bring aboTit readjustment. Nor were Italian l)anks 
encouraged to take advantage ol* the discre[)ancy by borrowing 
abroad extensively and eonv''erting the f)r<R*eeds into lire witli th(>i 
ex(;hangc risk cov('red. 

During 1021), Interest Parities moved in favour of Italy, owing 
to the fact that, although money rates in London and New York 
were rising as a result of the Wall Street situation, tliis factor 
affected money rates in Italy to a relatively niodcu’ate ext(mt o»ily. 
At the l)eginning of the year the discount on the forward lira against 
sterling contracted, following the rise in the London Bank rate. 
During the second (juarter the discount widened to over I [)er cent 
per annum, but during the third quarter it declined once more. 


(7) REAR sqi;eezin(; interventions 
In October 11)29 the forw^ard lira actually touched ])ar for a 
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short while, owin^ to tlie fact tliat the spot lira was allowed to 
depreciate somewhat beneath gold export [)oint. When it was 
found that the depre(*iation was rather more than a passing pheno- 
menon, the forward lira went once more to a discount. Early in 
1930 the recovery of the spot lira to the vicinity of gold ex{)ort point 
was €ac(;omj)aiiied by a widening of the dis(;ount on the forward lira 
to over 1^ per cent per annum, while towards the end of the year, 
when the spot lira actually recovered to within its gold points, 
the forward discount widened to something lii^e 3 per cent per 
annum, showing that the market did not expect the recovery 
to be lasting. 

.During this j)eriod, the Italian authorities carried out bear 
squeezing o[)erations from time to time in the Forward Exchange 
market, and it was with this object in view that the s])ot lira was 
allowed to depreciate fi’om time to time beneath gold export point. 
These tactics l)cgan to bear their fruit in the spring of 1931, when the 
discount on tlu? forward lira declined on(?e more to about 1 per cent 
per annum. At this rate the forw'ard lira again became overvalued, 
for until the middle of 1931 its Bank rate parity in relation fosterling 
was 2.\ to 3i ])cr (*ent, wdiile its discount rate parity was even wider. 
From July the increase of the London Bank rate changed the 
Interest Farilu>s in favour of Italv, but it made no ditfenmee to the 
forward lira. 1 n fact, in the course of July and August the discount 
actually widened, and tlie rate became undervalued. It was only 
tow^ards the (Mid of August and during the first three wM^eks of 
September that tlu' expectation of a fall of sterling w^as accom- 
panied by a contraction of the discount on tlie forward lira.. 


(S) W’KAKNKSS OK KOKW'ARl) LIRA AlTini 1931 

Following upon the suspension of the g(.)ld standard in Great 
Britain, there was an acute wave of distrust in the lira, as it was 
generally taken for granted that Italy would soon follow' the British 
example. Whik' tin* spot lira appreciated in relation to sterling 
in sympathy with the otluM- gold exchang(\s, the discount on the 
forward lira w idened to over 10 per cent pcM' annum by the end of 
the year. During 1932 the forward rate was at timers inclined to be 
even wider. The wide discount was justitied on the basis of the 
.Furchasing Fower Farity tluoryof Forward Exchange as far as the 
forwMird sterling-lira I'ate was conceriuMl. But the I'orward lira w'as 
also grossly undervalued in relation to the curiXMicies of countries 
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whose price levels were above the Italian price level — a fact which 
is wortli bearing in mind, as it indicates one of the limitations of 
the Pnnihasing Power Parity theory. 

After 1031 the spot lira was persistently at a heavy discount in 
relation to the gold currencies, well beyond gold export point. The 
forward rati', freqmuitly lost touch with its Intc^rcst Parities, not 
only in relation to sterling but also in relation to other currencies. 
W hen, during 1032, the sterling-lira Interest Parities moved against 
Italy as a result of (cheaper juoney in London, the discount on 
forward liie actually contracted materially, and during the second 
half of the year the rate became overvalued (jompared with its 
Interest Parities in relation to sterling and -for most of the time — 
also in relation to the franc and the dollar. 


(0) TRNl)EN(T13S DUlilXU 1033 3;) 

During 1033 the Interest Parities moved in favour of Italy, as 
a result of the reduction of tlic Italian Bank rate and the fall in the 
dis(a)uut rate. Aj)art from a sudden widening of the discount on 
the forward lira for a short while during A])ril and May in conse- 
f|Uonce of a wave of distrust, the forward rate remained most of the 
time roasoiiahly near its Interest Parities in relation to sterling^ 
though it tended to be undervalued ratluu* than ov(U‘valucd. In 
1034 the forwai’d lira was inclined to be weak on »nany occasions, 
the discount widening from time to tnne to o to 10 per (;ent ])er 
annum, even though the difference between the Bank rates in Rome 
and London was only 1 per ceiit, and th(‘ discount rate parity was 
only 2 per cent against Italy. During this period there was a 
growing wave of distrust in the stability of the lira, as a resxdt of 
the persistent loss of gold by the Bank of Italy. 

Following upon the adoption of stringent exchange restrictions 
at the end of 1034, the forward lira ixu^overed for a while at the 
beginning of 1035, notwithstanding the widening of the Interest 
Parities tlirough th(5 increase of the Italian Bank rate. When, how- 
ever, it became evident that the lira was being allow'cd to depreciat(^ 
gradually in relation to the gold <airrencies, the discount widened 
to abnormal pro])ortions. Later in the year, the Abyssinian de- 
velopments increased the |)essimism about the f)rosj)eets of the lira, 
and between July and October the discount was constantly between 
30 and 40 f)er (.‘ont per annum. From this level there was a recovery 
during the second half of 0(;tober and in November, and the last 
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(1) TlfE BELGIAN FRANC 

The tendencies of the forward Belgian franc during the early post- 
war years closely resembled those of the French fraru; and the lira. 
During the early years the forward Belgian franc was at a premium, 
but this continued for a long time after the forward French franc 
had gone to a discount. This was due to the fact that the finances 
of Belgium were incomparably stronger than those of France. In 
spite of this, the two s])ot rates usually moved in sympathy, owing 
to psycliological factors which appear to have affected the spot 
market much more than the forward market. Througliout 1922 
the forward Belgian franc remained at a premium, and it was not 
until August 1923 that it went to a discount. I5y that time the 
depreciation of the spot Belgian franc led to pessimism about the 
pros])ects of the Belgian currency. Early in 1924 the forward 
discount gave way to a premium for a few weeks, but simultaneously 
with tlio speculative attack on the Froncli franc there was also an 
attack on the Belgian franc, and tlio discount widened to nearly 
1 0 per cent ])er annum. After tlic collapse of the speculative attack, 
the discount contracted once more, and at times was even inclined 
to run off altogether, even though interest rates in Belgium were 
relatively high. 

Early in 1925 the forward Belgian franc went to a premium for 
several months in relation to sterling, following iij)on the latter’s 
return to gold. During the autumn of that year, however, there 
was anothei- sj)cculative attack, causing the development of a wide 
dis(*ount on the forward Belgian franco The failure of the first 
attempt at stabilisation early in 1929 w^as accompanied by a widen- 
ing of the discount to abnormal proportions. Indeed, during the 
critical days of July the discount on the forward Belgian franc was 
even wider than the discount on the forward French franc. This 
time the ])sycliological effect of the sentimental link with the French 
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frano x)roducc(l its full cfEec.t iii)on the Forward Exchange. During 
subsequent months, however, confidence in the Belgian currency 
was regained more speedily than in either the French fran(i or 
the lira. 


(2) THR FORWARD UELaA 

When in O(;tober 1 02(3 the Belgian currency was stabilised, the 
forward quotation of tlic new unit, the belga, soon went to a small 
premium. Tins was in accordance with tiie Purcliasing Bower 
Parity theory, for at its devalued level of 175 to tlie pound the 
Belgian franc was easily the most undervalued currency. It was 
also in acH^ordance with the Interest Parity theory, for even though 
the Belgian Bank rate remained relatively high imtilJanuary 1027, 
the discount rate and (‘all money rate responded to the devaluation 
by Decjembcr 1926, and their levels justified a premium. 

Although the gradual reduction of the Belgian Bank rate moved 
the Interest Parity in relation to London in favour of Belgium 
during 1027-28, the forward belga was frequently at a slight 
discount. In 1020, howewer, AJIowing upon the rise of the London 
Bank rate, tlu^ forward belga went to a small j)remium, though 
during the second half of the year it was once more at a discount. 
In a narrow market, relatively small discrepancies between com- 
mercial buying and selling exert a disproxiortionate influence. 

During 1030 the b^rward belga moved within a few centimes 
eithei- side of par, more or loss within reasonable distance of its 
Interest Parities. The sterling crisis of 1031 led to a widening of 
the premium on forward bclgas, especially after the suspension of 
the gold standard in (Jreat Britain. Early in 1032, however, when 
th(5 decline of money rates in London changed Interest Parities in 
favour of sterling, the forward belga went to a discount, where it 
remained until after the devaluation of the belga in 1035. During 
1033 its discount was relatively moderate, and the forward belga 
was for some time actually overvalued against its discount rate 
parity with sterling. This state of affairs continued in the early 
part of 1034, but later the discount was inclined to widen, especially 
towards the end of the year, when the belga became subjeeff. to 
si)eculative attacks. 

(3) THE BELGIAN CRISIS OF 1035 

These attacks increased in intensity early in 1035, reaching their 
climax in March. On the eve of the devaluation the forward belga 
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was quoted at a discount of 2 belgas for three months, equivalent 
to over 30 j3cr cent per annum, after liaving been 3 J belgas two days 
before, while the discount on one month’s belgas was nearly 50 per 
cent per annum. 

On the day following devaluation the forward bclga went to a 
premium. This was duo in part to bear j)rofit-taking, in part to 
confidence in the I)elga at its new level. Subsequently tlie sharp 
decline in money rates in l>russ(ils — to a level l)elow even that of 
money rates in London as far as (^all money rates and deposit rates 
wore con(*ei‘ned provided theoretical justification for the premium, 
on the basis of the Interest Parity theory. The premium can also 
be explained on the basis of the Purchasing P(nv(?r Parity theory, 
for although the spot belga was grossly overvalued before its de- 
valuation, after devaluation it became slightly undervalued in rela- 
tion to sterling. Apart from a few brief intervals, the foi’ward 
belga has remained at a moderate premium up to the time of writing. 


(4) THE FORWARD OriLDER 

The history of the forward guilder is distiiu*tly less eventful 
than that of the Forward Exchanges we have discussed so far. 
During the early post-war years the forward guilder was usually 
at a discount in relation to sterling, notwithstanding the tact that 
the Dutch Bank rate remained at 4.i per cent during the ])ost-war 
slump while the British Bank rate was raised to 7 per cent, and 
despite the fact that the discount rate parity was also strongly in 
favour of the forward guilder. From 1923 onwards the existence 
of a discount was from time to time justilied on the l)asis of Interest 
Parities, though freciuently it was rather wider than these would 
have w'arranted. The fa(;t that Amsterdain acted as an inter- 
mediary for speculation in Forward Exchange's may have been 
to some ext(mt ix'sponsible for the persistence and wideness of the 
discount on the forward guilder, especially during 11)24. The main 
reason for the undervaluation of the forward guilder was, however, 
the same as that which caused the undervaluation of the forward 
dollar during this period, namely, the anticipation of a recovery of 
spot sterling to its old parity. 

In 11)25 t he return of sterling to the gold standard was preceded 
and succeeded by an appreciation of the forward guilder to a 
premium, as a result of the increase of the London Bank rate, and 
also of the depreciation of s{)ot sterling. Later in the year, how- 
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ever, the guilder went to a moderate discount, and it was not until 
a further rise in the London Bank rate that it recovered to a 
premium. This, however, persisted throughout 1926 and remained 
until ()(;tohcr 1927, when, following upon the increase of the Dutch 
Bank rate to 4| per (?ent, the forward rate went to a discount. 
During the greater part of 1928 it remained at a moderate discount 
around its Interest Parities with sterling. In 1929, however, the 
forward guilder followed a rather erratic course, and was more often 
than not at a premium, especially towards the end of the year, when 
a premium was justified by a higher Bank rate in London. It 
remained at a premium during the greater part of 1930, especially 
during tin; early montlis, when tlie spot guilder was in the vicinity of 
gold export point. When in September it approached gold im])ort 
point, tlie forward guilder went to a discount, although on an 
interest basis it should have remained at a premium. Once the 
spot rate had weakened below gold import point, the forward rate 
re(Jovcred ac(;ordingly. During February and March 1931 the sj)ot 
guilder was inclined to be weak, and simultaneously the premium 
on forward guilders widened. With the recovery of the spot 
guilder from 12-12 to 12-08 to the £, however, the premium con- 


(o) TUK (il’lLDER Di lilSG TUR ( JUSES OF 1931 36 

When in July 1931, as a result of the international financial 
crisis, tlie guilder moved to gokl import ])oint, for a short while this 
produced its natural ellect upon forward rates, and the forward 
gijilder went to a sliglit discount. The British authorities did not, 
however, operate in guilders, so that before long the growth of the 
bear attack on sterling caused the forwai’d guilder to go to a wide 
premium, whik^ the spot sterling-guilder rate remained around gold 
im])ort point. After the collapse of sterling in Se])ttmiber the 
premium contracted, and towards the end ol the year, when sterling 
began to recover, it gave way to a discount, and this continued until 
May 1932. For tlu^ rest ol* 1932 the forward guilder was (piotcd 
at a slight premium, in accordance with its discount rate jiarity 
with sterling. Although the Dutch Bank rate remained i per cent 
above the British Bank rate, the discount rate in Amsterdam 
declined faster than in London, and the forward rate naturally 
tended to move with the discount rate rather than with the in- 
effective Bank rate. 
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The year 1933 was somewhat more eventful for the forward 
guilder. The attack on the guilder which followed the suspension 
of the gold standard in the United States resulted in a widening of 
the forward discount, which reached 4 per cent per annum in 
April, although the discount rate parity would have justified a 
slight premium. Interest arbitrage did not fail to take advantage 
of this situation, and the pressure of the transfer of funds, together 
with the Avithdrawal of foreign balances from Amsterdam, induced 
the Dutch authorities to raise the Hank rate to 4'J- per cent. The 
Interest Parities thus moved strongly against Holland, and the dis- 
count on forward guilders widened. It is worth noting, however, 
that the widening of the discount largely preceded the increase of 
the Bank rate, and was one of the major causes of the rise in money 
rates in Holland. 

When the attack on the guilder passed, the Bank rate was reduced 
and the discount rate parity again moved in fiivour of the guilder. 
With few exceptions, how^ever, the forward guilder remained per- 
sistently at a discount, and thus was materially undervalued. It 
w^as only during the autumn months of 1934, when Dutch bill rates 
again fell helow^ London bill rates, that the forw^ard guilder rose 
for a Avhilo to a premium. hVoni the end of 1934 it remained con- 
stantly at a discount. During 1935, after tlie devaluation of tlie 
belga, attacks on the guilder were resumed, and were on a much 
larger scale than in 1933. Once more the Dutch authorities sought 
to defend the currency by raising the Bank rate, and on tw^o occa- 
sions they w^ere forced to increase it to 9 per cent. The forw^ard 
rate completely lost touch wdth its Interest Parities, momentarily 
widening on one occasion to 30 i)er cent })er annum. When the 
attacks subsided, the Netherlands Bank rcduc^ed its rediscount rate 
and the dis(?ount on tlie forw-ard guilder contracted ; but the rccov(*rv 
of the forw-ard guilder w^as once again the cause rather than the 
consc(|uence of the rediudion of the Bank rate. During 1939 the 
storm centre definitely settled over Prance, and the deterioration 
of conditions in that country compared with those of the other 
members of the Gold Bloc diverted selling jiressure from the guilder. 
As there was no major political crisis after September 1935, the 
guilder experienced a reasonably (piict time until the devaluation 
of the franc, despite the fact that from time to time the prohibitive 
discount on forward francs diverted some selling |)ressure, due to 
indirect hedging, to the forward guilder. 

The depreciation of the guilder which followed the devaluation 
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of the French franc did not produce the same effect as arose in the 
case of the belga, owing to the fact that, while France and Switzer- 
land devalued to the extent of 30 per cent, Holland tried to limit 
the depreciation to about 20 per cent. Thus the selling pressure 
on the guilder continued, and the forward guilder remained for a 
while at a relatively wide discount. Towards the end of 1936, 
however, the discount disappeared, as the market gradually realised 
that the Dutch authorities found no difficulty in keeping the guilder 
at its new level. 


(6) THE FORWARD SWISS FRANC 

While the forward dollar and the guilder were at a discount in 
relation to sterling during the early post-war years, the forward 
Swiss franc remained at a premium until the middle of 1923. From 
October 1922 onwards this was jiartly due to the fa(;t that the spot 
Swiss franc was at only a very narrow premium over sterling, so 
that anticipation of the latter’s recovery did not influence the for- 
ward rate to the same extent as it did the forward dollar or guilder 
rate. Moreover, a premium on the forward Swiss franc in relation 
to both sterling and dollar was more or less justified on an interest 
basis, for Switzerland avoided raising her Bank rate to a crisis level 
during the post-war slump. Even after the middle of 1922, when 
the London Bank rate was reduced to the level of the Swiss Bank 
rate, bill rates in Switzerland remained below Jiondon bill rates. 
Not until the second half of 1923 did they rise above London bill 
rates ; then, accordingly, the forward Swiss franc moved to a dis- 
count. During the first half of the year, it was distinctly overvalued 
compared with its Interest Parities ; but in the second half of the 
year it was even more decidedly undervalued. The forward dis- 
count persisted throughout 1924, although during the second half 
of the year the discount rate parity Avould have justified a slight 
premium. The underva bullion was due, not to any inherent 
weakness, but to inherent firmness of forward sterling caused by 
anticipation of the recovery of spot sterling to its old parity. 

When in l92o this recovery materialised, and when, in addition, 
the London Bank rate was raised, the forward Swiss franc went to 
a i)remium. It remained at a premium for the rest of the year and 
during most of 1926. During the first half of 1926 the premium 
was inclined to be rather wide, but later in the year it declined in 
consequence of a change in the Interest Parities -a change brought 
about more by the rising trend of bill rates in Switzerland than by 
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the fall of bill rates in London. During 1927 and the first half of 
1928, the forward Swiss franc was generally at a premium, but 
during the second half it went to a moderate discount, despite the 
fact that Interest Parities remained in favour of Switzerland. In 
1929 there was a recovery to a premium, though this was not 
proportionate to the widening of the gap between interest rates in 
Switzerland and London. During 1930 interest rates in London 
declined virtually to tlie level of Swiss rates, and consequently the 
forward Swiss franc moved within a narrow range around the 
spot rate. 

(7) TllK SWISS FRANC DURING TM K CRISKS OF 1931-36 

During the greater part of the crisis year of 1931 the Swiss franc 
was at a pnmiium, which widened consideral)ly immediately before 
and after the suspension of the gold standard in London. The 
forward Swiss franc maintained its premium against sterling 
throughout 1932, even though from June onwards London bill rates 
were below the level of Swiss bill rates. This state of alTairs con- 
tinued during the first quarter of 1933, but for the rest of the year 
the forward Swiss franci was mostly at a discount. The reason for 
this was that the attacks on the guilder were accompanied by 
attacks on the Swiss franc. In June 1933 the discount on forward 
Swiss francs Avidened to about 6 per (;ont per annum. The 
Swiss National Dank, however, did not follow the example of the 
Hank of fVance and the Netherlands Hank by trying to defend the 
curreiKjy l)y means of a high Hank rate. From the beginning of 
1931 until May 1935 the Swiss Hank rate Avas unchanged at 2 per 
cent, and even during the major crisis of May 1935 it Avas raised 
only to 2i per (?ent, returning to 2 per cent in Sejitember 1936. 
The moderate loA^el of the Hank rate, however, did not prevent the 
discount on tlic Swiss franc from Avidening to the kwel of the 
discount on the forward guilder. In fact, during the attack of li)35 
the Swiss dis(;ount Avas, if anything, slightly wider. The forAvard 
SAviss franc, like the forward rates of other overvalued currencjics, 
remained at an abnormally wide discount, even while there was no 
speculative attack, though the discount Avas usually moderate in 
comparison Avith that of the hT’emJi fram*. In (umsequence, through- 
out 1936 there was a certain amount of selling of forward SAviss 
francs as a hedge against a depreciation of the French franc. 

After the devaluation, the forward SavIss franc promptly went 
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to a moderate premium, not only because Jieavy repatriations and 
an influx of foreign funds resulted in a fall in interest rates, followed 
by a reduction of the Bank rate to per cent, but also because 
the Swiss franc, having been devalued by 80 per cent, became 
the most distinctly undervalued European (?urrency of importance. 
A premium was therefore jiistifled on the basis of t he Purchasing 
Power Parity theory. 

Considerations of space prevent me from giving a historical 
account of the movements of other Forward Exchanges, though 
some of them, notably the La tin- American exchanges and the 
Eastern currencies, would make interesting studi(5s. In particular, 
the forward rupee, yen, Shanghai dollar, Argentine and (Chilean peso 
and milreis would provide interesting additional material to illustrate 
the working of the theory of Forward Exchange in both normal 
and abnormal conditions. It is to be hoped that this task will be 
undertaken by those acquainted with the local financiial history 
and conditions in the countries concerne<l. 




PART VI 

CENTRAL BANKS AND FORWARD EXCHANGE 




GHAPTEll XXXIV 


SCOPK AND METHODS OK 
OFFICIAJ. KOHWARD EX(^11AN(3E OPERATIONS 

(1) SCOPK FOR TMRROVKMKNT OF THK SYSTKM 

Tijk following chapters will discuss the <piestion wlujthcr C'entral 
Banks should intervene in the Forward Exchange markcit or whether 
they should allow forward rates to take (^are of themselves. From 
a practical ])oint of view this cpiestion is, in my opinion, of first- 
rate importance. Indeed, it was largely with the object of 
facilitating a balanced judgment on this subjec^t that I ac^cumu- 
lated and prepared the historical, technical and thcoreti(*al material 
which has been presented in the preceding thirty-three chapters. 
Undoubtedly, even if we have no practical object in mind, it is 
of interest to know more about the history of Forward Exchange, 
to explore its line points of technical detail and to search for its 
fundamental theoretical ])rinciples. But the study of Forward 
Exchange serves the essentially practical purpose of assisting those 
whose task it is to consider the possibilities of increasing the 
clHcicncy of the existing monetary system. 

The scope for constructive suggestions for the imprcweincnt of 
the existing Forward Exchange system through private initiative 
appears to be limited. Although in earlier chapters I have put 
forward a few minor suggestions — such as tlui provision of foi'- 
ward facilities for longer periods than those obtainabh*, at 
present — on the whole 1 feel that anyone not dii’cctly engaged 
in practical Forward Exchange operations stands but little 
chance of having his })roposals seriously considered, let alone 
followed, by practical bankers. The Forward Ex(^hange market 
developed entirely under the inllucnce of pra(;ti(^al necessity, and 
not as a result of any pro})osals made by exf)erts. Skilled dealers, 
well aware of the intricate technicality of th<nr business, would 
receive any ])roposals by outsiders with that half-amused, half- 
patronising air which speaks of a (conviction that none beyond the 
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charmed circle could possibly understand its mysteries as well as 
they. Ifence any suggestion for innovation made by a mere 
outsider is fated to bo brushed aside by the practical specialists on 
the ground that if it were feasible or if it were of any use it would 
have been adopted long ago. 

Yet it is beyond doubt that the existing Forward Exchange 
system leaves much to bo desired. The facilities provided on 
private initiative are not always adecpiate for the requirements of 
trade and finance. Moreover, the tendeiKjies prevailing in an 
uncontrolled Forward Exchange market are often detrimental to 
public interest. While some of the delhiiencies of the system from 
the commercial viewpoint could be remedied by tlie banks them- 
selves, many of them could be corrected only by official intervention. 
As for the deficiencies of the system from a broader monetary 
viewpoint, nobody but the authorities can provide the remedy. 
Thus any practical pro])osals for the improvement of the Forward 
Exchange system must necessarily consist of proposals for inter- 
vention in the Forward Exchange market by the monetary authori- 
ties themselves. 


( 2 ) OBJKCT OF INTERVENTION 

From time to time the question whether or not it is desirable 
for a Central Bank to operate in Forward Exchanges has been 
subject to a certain amount of discussion i?x various (jountries. The 
question has not, however, received nearly sufficient (jonsideration. 
[ndeed, in the absence of adeipiate historical, technical, statistical 
and theoretical material, it would have been difficult to make a 
thorough investigation of the subjecit. Moreover, tliose who ex- 
amine the problem must first get a clear idea of the exact object 
of Central Bank operations they advocate. Admittedly, to break 
down the stubborn refusal of most monetary autlioritics to con- 
cern themselves with Forward Exchange in general, as a matter 
of principle, would in itself be a positive step, but this can hardly 
be achieved by simply agitating in favour of official Forward 
Exchange operations without specifying the exact puri)ose, the 
exact nature, the exact advantages and the exact disadvantages of 
such operations. 

fn the first place, then, it is necessary to decide what the object 
of intervention should be. (.^entral Banlc operations in the Forward 
Exchange market could seek any one of the following objects : 

1 . A cheap or convenient form of replenishing the official Foreign 
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Exchange or gold reserve, or a profitable form of unloading 
some of the Foreign Exchange or gold reserve. 

2. Replacement of facilities that have disappeared as a result 
of exchange restrictions. 

3. Creation or improvement of Forward Exchange facilities for 
the benefit of trade. 

4. Manoeuvring to defend a eurroiKjy against speculative attack. 

5. Attraction of foreign short-term capital. 

6. Systematic regulation of the influx and ellliix of foreign 
funds by a method alternative to, or complementary to. 
Hank rate policy. 


(3) IXTEKVEXTION FOR COMMERCIAL PURPOSES 

The most primitive and least important object for which (tentral 
Hanks or Governments can intervene in Forward Exchange is in 
order to save money when increasing their stocks of gold and 
Foreign Ex(;hang(L In given conditions, such an increase can be 
(larried out at a lower cost and with less disturbance of the market 
if the foreign currencies are bought for forward delivery when the 
forward rates are at a discount. Similarly, if the monetary authori- 
ties foresee that they will have to unload some of their gold or 
Foreign Exchange reserve, tliey can do so more profitably for them- 
selves by selling foreign currencies for forward delivery, provided 
that the forward rates are at a premium. Unless the need for the 
increase or reduction is urgent, there appears to be no reason why 
the authorities should not operate in Forward Excluinges whenever 
it is financially advantageous for them to do so. The argument 
seems unansweralile ; yet it is often overlooked by the monetary 
authorities who, for considerations of ])rincif)le, prefer to pay more 
or re(;eive less for spot exchanges rather than operate in Forward 
Exchanges. 

Another obvious instance in which the case for intervention is 
unanswerable is when official action, in the form of exchange re- 
strictions, has deprived the commercial world of Forward Exchange 
facilities which would otherwise have been provided through private 
initiative. Whatever the objects of exchange restrictions may be, 
a deliberate increase of risk for importers and exporters is certainly 
not amongst them. The currencies that are subject to restrictions 
are usually weak currencies, and nationals of foreign countries arc 
usually reluctant to buy or sell in terms of those currencies. Conse- 
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(juently, the chances are that the nationals of the country concerned 
will have to buy or sell in terms of foreign currencies and bear the 
burden of the exchange risk. The necessity for intervention in such 
instances aj)|)ears obvious, yet the i)rincii)Ie that the monetary 
authorities of countries with exchange restrictions should provide 
their nationals witli the Forward Exchange facilities which they 
need is very far from being universally applied. Jn many instances, 
ex[)orters are assisted by official Forward Exchange facilities, while 
importers arc left to fend for themselves. 

Even in countries where the Foreign Exchange market is not 
subject to any restrictions, private initiativ^e is often unable or un- 
willing to provide all the h^orward Exchange facilities required by 
trade. Only about half-a-dozen exchanges have a really adequate 
forward market. For the remaining Forward Exchanges it is often 
difficult to obtain satisfactory quotations. Apart from this, it is 
not easy to obtain quotations for many Forward Exchanges for 
periods exceeding three months, and it is almost impossible to deal 
for periods exceeding six months. It may be asked whether or not 
it should bo the duty of the monetary authorities to provide the 
lacking facilities. To the laissez-faire school the idea may appear 
repulsive, but considering that sim^e the war various forms of 
Government intervention, such as the provision of export (TCidit 
guarantees, have become a normal routine, it may be asked why 
assistance by means of Forward Exchange facalities should be re- 
garded in a different light from these other forms of official assistance 
to trade. 


( 4 ) rXTERVEXTIOX FOR 3lO^ETAllV rURPOSES 

Another ((uestion is wdiether the defence of an exchange against 
an unwanted dc^precaation or ap])rcciation should be (U)nfined to 
operations in the spot market, or whether mameuvring in Forward 
Exchanges should be added to the armoury of Exchange E({ualisa- 
tion Accounts. Evidently the authorities with self-imi^osed restric- 
tions upon the sphere of their operations deliberately place them- 
selves at a disadvantage?. In given circumstances it would he to 
their interest to retain a free hand to intervene in the Forward 
Exchange market, whether to squeeze speculators, to divert 
pressure from the spot exchange, or to avoid a depletion of their 
fighting fund. There is also much to be said in favour of interven- 
tion in Forward Exchanges on the ground that, by offering a greater 
variety of operations, it would make it more difficult for speculators 
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to detect tlic objec't which the Jiuthorities have in mind and to act 
accordingly. 

We have seen in earlier chapters tliat the Forward Exchange 
market provides, additional channels for foreign borrowing, channels 
through which short-term loans can be raised and granted. Thus it 
may be asked wliether the authorities of a country in urgent need 
of foreign capital should not ciu;ourage the influx of foreign funds 
through these channels. Such encouragement can be given by 
means of ollicial regulation of forward rates or by direct borrow 
ing by Central Banks through swap operations, is this method 
preferable to the orthodox mctliod of oirering higlu^r int(*rest rates 
to attract foreign (lapital ( 

In any case, w^hether or not official encouragement of systematic 
short-terjn borrowing through the forward market can be approved, 
it is worth while to consider whether the international ihnv of 
funds ought not to be regulated by means of intervention in the 
Forward Kx(‘hange market. Indeed, this type of intervention is 
probably the jnost im])ortant of all from a theoretical, as w'cll as 
from a practical, point of view'. Could and should a manipulation 
of forward rates supplant, or at any rate be (;om piemen tary to, the 
manipulation of the Bank rate for the pur])ose of legulating the 
flow of international shoi't-term funds ? Aji alfirmative answer to 
tliis (jiiostion, if officially acted upon, w ould revolutionise monetary 
policy. 


(5) MIOTI[OI)S OV INTERVENTION 

We have seen that intervention can be advocated on a variety 
of grounds. Thus jn'oposals for intervention cannot— or at any 
rate should not -be rejected without duly distinguishing betAveen 
the various purjK.)ses they are designed to serve. P)oth advocates 
and opponents of intervention should in every c^ase make it plain 
what particular i)urpose they have in mind. Otherwise the debate 
on the question is bound to lead t-o argument at cross-purposes. 

Moreover, it is necjcssary to distinguish between the various 
methods of intervention. Those who advocate inter vention should 
make it [)lain whether they favour swaf) or outright operations, or 
both ; whether the proposed intervention is to be regular or merely 
occasional ; whether it is advocated for stable or for unstable 
monetary conditions ; and whether it is j)ro])osed that it should 
be confined to one or several leading Forward Exchanges. 

Doubtless many opponents of intervention reject it simply 
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because it conflicts with their general economic or moral philosophy. 
Tln^y may object to Government intervention of every kind, in 
which case they arc not liJ<.ely to make an exception in favour of 
Forward Excliange. Or they may object to oflicial operations 
ill ForW'ard Exchanges on “moral” grounds, because of the 
alleged speculative character of the market. Confronted with such 
fanatical dogmatism, it would be a waste of effort to get down 
to detail. In such instances the idea of intervention is rejected 
c)} bloc, and there is nothing more to be said about it. Tt is only 
when intervention of a particular type is objected to, not on general 
grounds but for considerations of expediency, that there is scope 
for instructive and constructive controversy. This is the kind of 
discussion for which the material given in the following chapters 
is provided. 



CHAPTER XXXV 


MR. keVnes’s proposals 


( 1 ) THEORETICAL V. PRACTICAL EXPERTS 

The question whether Central Banks sliould or should not operate 
in Forward Exchanges is too technical to arouse popular interest. 
While some monetary controversies, such as the fight between the 
advocates of the gold standard and those of a managed currency, 
or between the supporters and opponents of cheap money, liavc 
been followed closely by a large section of the general public, the 
controversy whicdi surrounds the question of official Forward Ex- 
change operations has remained confined to a small number of 
technical specialists. I'he majority of economists and bankers 
have taken no part in it, while the attitude of most Central Banks 
has been determined by the time-honoured naval slogan, “ When 
in doubt, do nothing As any useful contribution to the dis- 
cussion necessitates considerable knowledge of com])licated techni- 
calities and elusive details, most of those who would have beem 
qualified to appreciate the broader aspects of the (question have 
preferred to leave the matter severely alone. 

Many practical bankers, on the other hand, have the technical 
aspects of Forward Excjhange at their finger-tips, but very few of 
them realise the broader ijnplications of the subject. Certain prac- 
tical hicts arc so obvious to Foreign Exchange dealers that even 
those of them who write on the subject lio not (consider it worth 
while to mention them ; yet the know'ledge such dealers could impart 
is essential to the advancement of the theory of Forw^ard Exchange, 
and to the discussion of the case for and against olfi(;ial intervention.^ 
In the absence of adequate links between the theoretical and the 
practical experts, many important points have not so far received 

^ The attitude of bankers towartls the theory of Forward .Exchange is discussed 
in greater detail in an article of mine, “ Hankers and Forward Exchanges ”, in tlie 
November 103G issue of The Banker^ being extracts from an address 1 doliveied to 
the Lombard Association on October 14, 193i). 
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iJie attention they deserve. Had such points been fully appreciated, 
they might conceivably have influenced the attitude of Central 
Banks towards the problem. 

( 2 ) EJVIPTRTCTSM V, SCIE^^TJFIC TREATMENT 

It would be a mistake to imagine, however, that all Central 
Banks have always abstained from Forward Exchange operations. 
As we shall see in the following five chapters, many Central Banks 
have intervened at one time or another in the Forward Exchange 
market. In general, however, their intervention has been char- 
acterised by utter empiricism and, apparently, has been without 
theoretical background. Their operations have been carried out 
with the least possible publicity, and have hardly ever been dis- 
cussed from a broader point of view. Thus on the one hand we 
have a limited but valuable literature on the theory of official 
Forward Exchange transactions, and on the other hand we have 
a number of practical experiments in such operations, without any 
link between theory and practice. Those Central Banks which 
have undertaken Forward Exchange operations were probably 
unaware of their broader theoretical implications, while the writers 
who have advocated or opi)osed such operations were unaware of 
the practi(ial experience whi(;h has been accumulated on the subject. 
One of the objects of this book is to bridge this gap between the 
theory and i)ra(dicc of ollicial intervention in the Forwai d Exchange 
market. 

The development of scientific literature on the subje(;t since the 
war is entirely the work of Mr. Keynes. The movement in favour 
of offi(;ial Forward Exchange operations was to a very large degree 
the result of his initiative. And it is his occasional references to 
the subjec^t ^ that have kept the idea from falling into oblivion. 
It was bec^ause of his world-wide prestige that the proposal re(.*eived 
attention -even though limited attention — in theoretical as well 
as practical quarters. Had it been put forward by a lesser authority 
it would probably have been ignored altogether. 

( 3 ) THE BRUSSELS AND GENOA RESOLUTIONS 

It is necessary to pay tribute also to Sir Henry Strakosch, who 

' In his Treatise on Money, vol ii., and in an article in tho Docombor 10.35 issue 
of Lloyds Bank MontJdy Review, 
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played an important part behind the scenes in tlie initiation of the 
movement. He was one of the British delegates at both the Brussels 
and the Genoa conference, and the resolutions there passed in favour 
of Forward Exchange operations were partly his work, although at 
Genoa he was of course inspired and powerfully supported from the 
outside by Mr. Keynes, who was present in an unofficial capacity. 
At the Brussels conference in 1921, Sir Henry’s ciTorts to secure 
a resolution in favour of official Forward Ex(jhangc dealings did not 
siKJceed, but at least he was able to induce his fellow delegates to 
pass a resolution against interference with free dealings in Forward 
Exchanges.^ In Genoa the joint efforts of Sir Henry Strakosch 
and Mr. Keynes, and possibly of Mr. Hawtrey — the technical 
expert of the British Government, whose influence upon the results 
of the conference was probably much larger than is generally 
realised — resulted in the passing of a resolution advocating the 
intervention by Central Banks for the j)urpose of improving the 
Forward Exchange facilities available for trade.^ Almost simul- 
taneously Mr. Keynes published his article, “The Forward Market 
in Foreign Exchanges”, in the Manche.'^ter Guardian MeconMnicfioii 
Supplemmi, His most important contribution was, however, his 
chapter on Forward Exchange in A Traci on Monetary Reform, 
published in 1923. He advocates intervention on two grounds — 
lirst, in order to improve the facilities available for merchants, 


1 llosolution No. XV of Mio UruBSols International Conforeneo : “ Attoinpts to 
limit fliictuationa in oxehango by imposing artifieial control on excluingc operations 
aro futile ami iniscjhit^voiis. In so far as they are effective they falsify the iriarkt^t, 
tend to remove natural correctives to such tiuctuations and iiiterfero with free 
dealings in Forward Exchange, which aro so necessary to enable traders to eliminato 
from their calculations a margin to cover risk of exchange which would otherwise 
contribute to the rise in prices. Moi*cover, all Government interfereiico with trade, 
including oxcliange, tends to impede that improvement of the (‘conomic conditions 
of a country by which alone a hcaltljy and stable exchange can bo secured.” 

2 Resolution of the Financial (Commission of the (h'lioa (-Conh^renco : 

“ All artificial control of operations in exchange, wlu'ther by requiring a licence 
for transactions in exchange or by limiting the rates at which transactions may bo 
effected or by discriminating between the different purpost's for which the exchange 
may be recpiired or by preventing free dealings in Forwtird l^xchango, is futile and 
misohievo\is, and should be abolished at the earliest possible date. 

“ 1 1 is desirable that where no adequately organised market in Forwaril Exchange 
exists such a market should bo established. It lias been suggested that in any 
country whore private enterprise is found to bo unable to organise such a market, 
the Central Rank, without ifst?lf incurring any uncovered exchange risk, should 
provide facilities. It might, for exainpks give facilities to approved banks and 
financial houses to convert spot transactions in Foreign Exchange into transactions 
for forward delivery by a system of “ contango ” or reports ” of foreign Exchange, 
their quotation being for the double transactions of a spot deal one way and a 
simultaneous forward deal tlie other.” 
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and, secondly, in order to obviate the necessity of changing the 
Bank rate for the purpose of counteracting unwanted tendencies 
in the international movement of funds. For the purpose of 
creating a good forward exchange market he suggested that Central 
Banks should “ enter the forward market and offer to buy or sell 
Forward Exchange at a reasonable discount or premium on the 
spot quotation Mr. Keynes suggested that Central Banks 
should not deal direct with the public, but only with approved 
banks and linancial houses ; that they should quote daily rates 
at which they are willing to buy and sell exchange either one or 
three months’ forward ; and that they should not deal outright 
but should always buy and sell spot against forward. This is 
more or less on the lines of the financial resolution of the Genoa 
conference. 

(4) INTERVENTION AS A MATTER OF MONETARY POLICY 

Mr. Keynes, however, went further than the Genoa resolution, 
for he advocated intervention not only as a matter of commercial 
policy but also as a matter of monetary policy. He pointed out 
that by varying the forward rates, Central Banks would be able “ to 
vary the interest offered for foreign balances as a policy distinct 
from whatever might be their Bank rate policy, for the purpose of 
governing the interest obtainable on home balances 

Another of his proposals was for the creation of a forward market 
in gold. To that end, he suggested that the Bank of England 
should quote a daily price, not only for the purchase and sale of gold 
for immediate delivery but also for delivery three months forward.'^ 
Mr. Keynes believed that “ the existence of the forward quotation 
of the Bank of England would offer a firm foundation for a free 
market in Forward Exchange, and would facilitate the movement 
of funds between London and New York for short periods . . . while 
at the same time keeping down to a minimum the actual movement 
of gold bullion backwards and forwards In his subseciiient 
writings, however, Mr. Keynes dropped the proposal for a forward 
gold market, realising, doubtless, that the quotation of a forward 
gold price would in itself not be suffiedent to control the Forward 
Exchange market. In his Treatise on Money he emphasised the 
monetary rather than the commercial aspects of his proposal. 
While continuing to advocate Central Bank operations for the 
purpose of providing adequate facilities for trade, he did not then 

1 P. 133. » P. 135. » P. 192. 
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attach so much importance to this as he did in A Tract on Monetary 
Reform, The reason for this is that during the seven years that 
elapsed between the publication of the two books an adequate 
Forward Exchange market had actually developed, at any rate 
in the principal currencies. In consecpience, the need for official 
intervention for the purpose of providing adecpiate facilities for 
trade was not nearly so strong in 1930 as it was in 1923, especially 
as, in the stable excdiangc conditions i)revailing in 1930, the demand 
for sucli facilities for commercial j)urposcs had dec'lined. On the 
other hand, the necessity for, and the advantages of, official For- 
ward Exchange operations as a matter of monetary j)oli(iy were 
made mu(;h more evident by the experience in conditions of mone- 
tary stability. 

In particular, the experience of 1929 went a long way towards 
proving the necessity for some device by which home trade could 
be prote(?ted from an increase of Rank rate at a time when there 
is no specailative boom at home to require higher rates. It 
will be remembered that sterling during that period was subjected 
to strong adverse ])ressure through the transfer of funds, both 
British and foreign, from London to New York, in consequence of 
the Wall Street boom. There was strong speculative buying of 
Americ^an stocks from London, and at the same time the fantas- 
tically high rates obtainable on brokers’ loans also attracted largo 
funds to New York. In face of this dual pressure, the Bank of 
England redis(?ount rate had to be raised, even though British trade 
W71S already suffering from depression. It was in the hope of pre- 
venting a recurrence of such a situation that Mr. Keynes entered 
a powerful plea in A Treafifie on Money in favour of his technical 
devices, which, he claimed, would provide an alternative to raising 
the Bank rate. 

In addition to restating his suggestions for the regulation of the 
international jnovement of funds by means of official regulation of 
forward rates, he advocated also a policjy of widening the margin 
between gold points. Mr. Keynes suggests that the potential 
margin between gold import point and export point should be 
widened by giving the Central Banks power to lower their gold 
prices. By such means it would be possible to accentuate the effect 
of Forward Exchange manipulations. Otherwise a comparatively 
narrow difference between interest rates is likely to give rise to 
uncovered interest arbitrage when the spot exchanges are at gold 
point. But if the exchange risk is increased by the possibility of 
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the widening of the margin between gold points, then this flaw in 
the forward rate policy would largely disappear. This is essential, 
since a forward rate policy can be effective only if a large pro- 
portion of the short-term funds transferred from one centre to 
another is systematically covered against the exchange risk. 


(6) INADEQUATE DISCUSSION OF MR. KEYNES’s PROPOSALS 

Mr. Keynes’s challenge to the orthodox Bank rate policy has 
remained almost entirely unanswered. It has received a certain 
amount of attention from Continental writers on the subject, but 
it has hardly ever been discussed in detail. The proposals did, it 
is true, receive mild and qualified support from Dr. Fischer,^ but 
the majority of German writers who have considered the matter 
have taken the oj)positc view. Among English writers, Mr. H awtrey 
is the only one who has dealt with Mr. Kc^ynes’s proposals in 
detail.^ While ho favoured the proposal for ofiicial manipulation 
of forward rates, he opposed the jiroposal for widening the margin 
between gold points.® 

The latest devxlopment in the controversy arose from the 
publication of an article by Mr. Keynes in Uoyds Bank Revieiv, 
whi(jh provoked a reply from Mr. K. 1 1. Brand. The latter expressed 
no very definite views about Mr. Keynes’s proposals or, to use 
Mr. Brand’s term, “ gadgets ” — and did not give them the full 
examination which they deserved, wdiich is a pity, for it would have 
been interesting to see the detailed argument of one of the few 
practical bankers who possess a profound theoretical background. 

Jlr. Keynes also submitted his proposals to the Macunillan Com- 
mittee, of which he was a member. As wo have already seen, 
however, the Committee declined to express an opinion on the 
proposals, on the ground that they were of a technical nature and 
lay somewhat outside its competeiKie. The report expressed the 
pious wish that the Bank of England would give the matter due 
attention, and left it at that. Considering that the Committee 
included, in addition to Mr. Keynes, such prominent monetary 
experts as Mr. Brand, Professor Gregory, Lord Bradbury, etc., and 
was in a position to obtain evidence from any number of practical 
specialists, the way in which it shirked dealing with Mr. Keynes’s 

* Dds Deviaoitcrmingeschdft, yj. 76. 

® The Art of Central Banking, chaps, vi. and vii. 

3 Op. cit. p. 423. 

* Both articles appeared in the December 1936 issue. 
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proposals can only be described as deplorable. The Committee 
would have rendered valuable service had it made a thorough 
investigation of the question instead of disposing of it in a brief 
paragraph. 

(6) ATTITUDE OF THE B. I. S. 

The Bank for International Settlements considered the question 
of Forward Ex(;hange operations in 1!)31. JJuriiig its first business 
year the Bank avoided Forward Exchange ojierations entirely, but 
at a meeting of representatives of the participating Central Banks 
in May 1931, Mr. Quesney is understood to have declared himself 
in favour of certain types of Forward Exchange operations. The 
views of the directors were not unanimous, but on the whole were 
unfavourable, and the proposals were rejected. In the course of 
the discussion. Dr. Vissering, then President of tlui Netherlands 
Jlank, admitted that in the absence of an adecpiate Forward 
Exchange market there might be occasion for the Central Bank 
to organise facilities for forward dealing. Other participants 
were emphatically opposed to the suggestion. Dr. Pospisil, then 
President of the Cze(;hoslovakian National Bank, objected to 
outright forward transactions, and even to swap transactions 
by Central Banks, on the ground that they would imply that 
the Central Bank did not trust its own (mrrency. By this he 
presumably meant that if the Central Bank considered it advis- 
able to cover a forward purchase of its currency by a spot sale, 
such action might be interpreted as indicating a lack of confidence 
in the stability of the currency. He referred to the recommendation 
of the (Jenoa conference as being “ only more or less of historical 
value M. Louis Franck, Governor of the National Bank of 
Belgium, agreed that there should be no (juestion of forw-ard opera- 
tions either by Central Baiilcs or by the Bank for International 
Settlements. 

The most forceful and dogmatic view' was, however, expressed 
by Herr Fuchs, representative of the Reichsbank. “ I should 
much regret it ”, he said, “ if the Bank for International Settle- 
ments . . . tried to cover itself on the forw ard market. In my view, 
every forwTird market has strongly speculative tendencies. By 
j)articij)ating in forward Iranmctions, the Bank' for International 
Settlements^ would be recognising that such speculative factors hive 
a justification to which they are not properly entitled. If risks 
are to be incurred, they should be incurred as against serious 
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debtors. The elements operating on the forward market are very 
frequently extremely weak.” 

This view may be regarded as more or less representative of the 
frame of mind in which the idea of official Forward Exchange 
operations has been viewed and is still viewed in Central Banking 
circles. It is apparently believed that if Central Ranks or the Rank 
for International Settlements were to undertake Forward Exchange 
operations, they would lend Forward Exchange an appearance of 
respectability and would recognise the justification for speculation 
in llic e(!onomic system. It is comforting to know, however, that 
not many decades ago Foreign Exchange operations in general 
were tabooed by certain conservative Central Ranks on the ground 
that they were not respectable. And yet today there is hardly a 
Central Rank which docs not operate in Foreign Exchanges. Nor 
has this moral objection to Forward Exchange operations prevented 
the monetary authorities in many countries from resorting to the 
despised transactions when considerations of expediency convinced 
them of the need for them. Before examining in detail the 
arguments for and against official intervention in the Forward 
Exchange market, we propose in the following five chapters to 
examine the circumstances of these various descents from Olympus. 



CHAPTER XXXVL 


FORWARD RATE POLKJY OF THE 
AUSTRO-HUNOARIAN BANK 

(1) AN IMI»OKTANT PRECEDENT 

Some time ago a student of Economic History informed the world 
that monetary management was pracitiscd even in Ancient (Greece 
and Egypt, where the priests, in accumulating and releasing metal 
to and from their tcm})l(5s, deliberately inllucnccd the tendency of 
prices. Far-fetctied as this theory may bo, it is certainly true that 
many monetary reform pro])()sals which are considered revolutionary 
innovations today were actually applied in some primitive form in 
the past. It is not often, however, that there is siu;h a clear 
historical precedent as that which can be cited in support of 
Mr. Keynes’s proposal of Central Bank operations in Forward 
Ex(^hangcs for the purpose of monetary policy. More than fifteen 
years b(dbre the (picstion of official Forward Exchange o^^era- 
tions Avas raised at the Genoa Conference, the Austro-Hungarian 
Bank had actually practised a very advanced form of forward rate 
policy, with the object of preventing an excessive c.vtcrnal drain on 
its gold reserve, and thus of obviating the necessity for raising or 
lowering the Bank rate to a level at which it would unduly interfere 
with the stability of internal trade. 

In the past, no less than today, most (knitral Banks liked to 
surround their tec.hniquc as well as their policy with a screen of 
secrecjy. Unless the contemporary financial Press succeeds in pene- 
trating behind that screen, much valuable exi)erience falls into 
oblivion, and posterity fails to derive any benefit from it. This 
would have happened in the case of the Forward Exchange opera- 
tions of the Austro-Hungarian Bank, but for the alertness of Herr 
Walther Fcdcrn, former Editor of the leading Vienna financial 
newspaper OaterreAchische VolhsnArl, and a prominent authority on 
practi(!al monetary questions in Austria. 
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(2) HERR FBDERN’S IJ^TERPRETATTON 

Thanks to Herr Federn, the details of the Forward Exchange 
operations carried out by the Austro-Hungarian Bank in 1906-7 
and to a less extent in subsequent years have been preserved, and 
can now be brought to bear upon the present-day controversy over 
the attitude of the authorities towards the Forward Exchange 
market. Admittedly, Herr Federn was not tlie only writer wdio 
mentioned them. But it was ho wlio discovered and disclosed the 
operation of an official forward rate policy, and who described it 
in full detail. In face of all attacks he stuck to his interpretation 
of the events of 1906-7, and his interpretation later received official 
confirmation. 

Herr Federn’s account of the events of 1906-7 — first published 
in contemporary Vienna newspapers * and subsequently re stated 
in an article entitled “ Das Problem gesetzlicher Aufnahnie dcr 
Barzahlimgen in Ostcrreich-Ungarn ” in Schmolhrs Jakrbuch of 
1910 — gave rise to one of the most interesting polemics in financial 
literature, between Herr Federn and Professor von iMiscs. As the 
subject in question is highly controversial it is important to get the 
basic facts right. And since the whole controversy is practically 
unknown to the English-speaking public, detailed discussion of it 
after so many years requires no apology, especially as the circum- 
stances whose interi)retation by Herr Federn gave rise to the 
controversy resemble to a remarkable degree tliose in which 
Mr. Keynes claims that the api)lication of his technical proposals 
would be advisable. 

Even before the critical events of November 1907 — especially 
during the period of rising interest rates that accompanied the boom 
of 1900 -Herr Federn noticed the peculiar tactics adopted by the 
Austro-Hungarian Bank in face of a pressure on the krone duo to 
the transfer of short-term funds abroad. But it was the experience 
of the 1907 crisis that provided a really clear example of the new 
methods. To understand Herr Federn’s account it is necessary to 
appreciate the general monetary and exchange conditions prevailing 
in Austria-Hungary during the first decade of this century. 

^ In an articlo entitled “ Dio DoviaenpoUtik dcr l^ank ”, appearing in Die Zeit, 
August 23, 1907 ; and in articles in various issues of Der Ostcrreiehische Volkswirl. 
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(3) ATTSTKO-llONGARTAN EXCUANGR CONDITIO NS 

In the ’nineties, after some decades of strong exchange fluctua- 
tions, the Austro-Hungarian curren(?y was stabilised, but was not 
legally linked to gold. By 1907 the de facto stability of the krone 
had been maintained for about fifteen years. Although the gold 
standard was not officially operative, tlie gold shipments and 
Foreign Exchange operations undertaken by the Central Bank had 
secured an adecpiate degree of stability lor the krone. The public 
both in Austria-Hungary and abroad trusted this de facto stability 
to some degree. Nevertheless, many foreign trade transactions 
and especially many foreign financial transactions — credit, invest- 
ment, or arbitrage operations -were usually covered against the 
exchange risk. Vienna was an imf)ortant financial centre and her 
banks had very good connections with London, Berlin and other 
centres, while lier highly developed banking organisation was 
remarkably experienced in every kind of arbitrage. 

From about tlie early ’nineties the Austro-Hungarian Bank had 
gradually achieved a (|uasi-monopolistic position in the Vienna 
Foreign Exchange market. It acquired the surplus of foreign 
curreiHues ollcrcd during the export season, and was in a position 
to meet the requirements of importers during the lean months. 
Although tlie banks were able to meet a large part of these require- 
ments from their own Foreign Exchange resources, at times of 
strong adverse pressure, seasonal or otherwise, the market was 
usually at the mercy of the Austro-Hungarian Bank. The latter, 
in addition to controlling the market with firm hands, had adopted 
a highly ingenious ])()li(y, applied with skilful technical devices 
which, during the years preceding the war, enabled it to avoid 
violent fluctuations in the Bank rate. Indeed, the range of 
fluctuations of the Austro-Hungarian Bank rate was materially 
narrower than that of cither the British or the German Bank rates. 


(4) DKVTSEN-FOLICY 

Much has been written in a general way about the supreme skill 
with which the inconvertible currency of the Austro-Hungarian 
Monarchy was managed before H)14. But few o\ those who have 
praised this policy ever took the trouble to describe its technical 
aspects in detail. Even Ih’ofessor Knapp, who became almost 
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lyrical about the Devisen-Policy of the Austro-Hungarian Bank, 
confines himself to generalities.^ Most people assume that the 
adoption of the gold exchange standard instead of tlie full gold 
standard was in itself sufficient to spare Austria-Hungary the shocks 
of violent Bank rate (changes, shocks to which the countries on a 
gold basis were exposed. In reality, the policy of maintaining the 
stability of the exchanges while excluding private gold arbitrage, 
and of minimising gold movements by means of a secondary reserve, 
was sup])lemented by the systematic use of certain devices for the 
mitigation of pressure on the krone due to interest arbitrage. 

The practice of interest arbitrage had been highly developed in 
Vienna for decades before the war. To some extent foreign centres 
regularly utilised the facilities of the Vienna market for short-term 
investments.*^ The Vienna banks themselves were pastmasters in 
such transactions. They employed their liquid resources abroad 
whenever this was jnofitablc, and they were usually able to borrow 
abroad and employ the funds in Vienna whenever such operations 
sliowed a margin of profit. Kvery time the Bank rate was raised 
in liondon or Berlin - the two markets with which Vienna was 
chiefly concerned tluTC was always an exodus of foreign short- 
term funds, ac(!ompanied by an outflow of Austro-Hungarian liquid 
])anking resources, to take advantage of the profit on interest 
arbitrage. It was the pressure arising from such transactaons that, 
according to the theory put forward by Herr Federn, the Austro- 
Hungarian Bank sought to neutralise by the use of technical 
devices. These devices were directed against both covered and 
uncovered interest arbitrage operations. 


(5) (^OU^iTKR ACTING INTEREST ARBITRAGE INFLUENC^ES 

To discourage the outflow of funds through uncovered interest 
arbitrage operations, the Austro-Hungarian Bank at times allowed 
the krone to depreciate to a shade beyond gold export point. Since 
there was no free gold arbitrage, the exact figure of the gold export 
point was not known, but when in November 1907, for instance, 
sterling was quoted in Vienna at a premium of 0-9()8 per cent, it 

^ The abridged I^nglish translation of Die ataatliche Theorie dea Geldea omits tlie 
chapter dealing with this subject. The second German edition (Leipzig, 1918) 
contains, on page 422, a passing rcferenco to the fact that the Austro-Hungarian 
Bank was moot ing requirements of Foreign Exchange for future delivery as part of 
its ordinary tactics. 

* For detailed description of the Vienna Forward Exchange market before the 
war see ('hapter V, pp. 37 et aaq. 
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was obvious to everybody that the krone was beyond its theoretical 
gold export point. And since the stability of the krone was above 
suspicion — especially as its weakness in 1907 was obviously not due 
to any internal troubles but to pressure caused by the international 
financial situation in which Vienna was not directly concerned — 
few people cared to run the risk of losses through its probable 
recovery, simply for the sake of an arbitrage profit whicli, for a 
period of three months, was never much over i per cent. The 
device of allowing the spot exchange to depreciate slightly beyond 
gold export point closely resembles Mr. Keynes’s proposal for the 
widening of the margin between gold points. And the circumstances 
of its application in 1907 and on other occasions are very similar to 
those in which Mr. Keynes claims that his proposed measures would 
be beneficial, i.e. when the weakness of the currency is due, not to 
fundamental disequilibrium or a sw^eeping wave of distrust, but 
solely to the situation in foreign financial markets. 

In itself, the depreciation of the krone to a shade beyond gold 
export point would not have discouraged covered interest arbitrage, 
so long as the cost of covering operations, represented by the 
premium on the forward krone, was smaller than the discjrcpancj^ 
between interest rates in Vicnjia and foreign centres. The 
Austro-Hungarian Hank, anticipating Mr. Keynes’s second tech- 
nical proposal, took deliberate steps to raise the premium on 
forward kronen. The fact that interest rates in Vienna were lower 
than in London or Berlin, and that the krone was around gold 
export point, would in itself liave justified a premium, but the 
Austro-Hungarian Bank evidently went out of its way to cause this 
premium to widen, so as to make the cost of covering the exc^hange 
risk on interest arbitrage prohibitive. At the same time the over- 
valuation of the forward krone compared with its Interest Parities 
made it worth while for foreign banks to retain, if not actually to 
increase, their Vienna balances in spite of the higher interest rates 
elsewhere ; and it was worth while for Austrian banks, in their turn, 
to borrow abroad and employ the proceeds in tlie Vienna market. 
In reality, in (jonscquence of the stringency prevailing in the (;rcditor 
centres, neither foreign nor Austrian banks had actually much 
chance of transferring funds to Vienna. The official tactics worked 
largely in a negative sense, through discouraging withdrawals rather 
than encouraging an influx. Indeed, Herr Federn’s description of 
the Austro-Hungarian Bank’s tactics was entirely confined to 
their negative aspects. 
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(6) TTIE CRISTS OF 1907 

Similar tactics had been employed even before 1907/ but it was 
during that memorable crisis that their application was particularly 
evident. As is well known, on that occasion the Bank of England 
rate was raised to 7 per cent, and the Rcichsbank rate to 7^ per 
cent. The Austro-Hungarian Bank rate, however, remained for a 
while at 4|, and even during the peak of the crisis it was only raised 
to 6 per cent. The fact that the Austrian authorities were able to 
avoid penalising trade by a higher Bank rate was due to the use of 
the technical devices described above, for these devices prevented 
higher interest rates abroad from provoking a wholesale outflow of 
short-term funds from Vienna. A depreciation of the spot krone 
to a discount of nearly 1 per cent was ample to discourage uncovered 
interest arbitrage, while the artificial a]){)reciation of the forward 
krone to a premium of about per (;ent per annum ^ was more 
than suflicicnt to preclude the j)ossibility of covered interest arbi- 
trage, since the discrepancy between the market rate of discount in 
London and Vienna was only between 1 and 2 per (?cnt. The for- 
ward mark for the end of the month, which on November 5 was at 
a premium of l| per cent per annum against the krone, went to a 
dis(5ount a few days later, and its discount continued widening until 
it exceeded 15 per cent per annum. 

Had Austria-Hungary been on the automatic gold standard, 
interest rates in Vienna would have Ixien affected by the pressure 
from London and New York to at least the same extent as were 
interest rates in Berlin. As it was, the market rate of discount, 
whose average in October 1907 had been somewhat higher in Vienna 
than in London or Berlin, in November averaged 5-280 [)er cent in 
Vienna against 0*535 per cent in Jjondon and 0*020 per cent in 
Berlin ; while in December the average for Vienna was 5*72S per 
cent against 5*853 per cent for London and 7*0()S per cent for 
Berlin. These figures speak for themselves. 

' Herr Federn’s first article describing them in Die Zeit appeared on August 23, 
1907. It refers to tlio i^rossuro on the krone during 1900 in consequence of the 
boom in New York and otlier foreign market .s, a pressure against which tlio Austro- 
Hungarian Bank defended its gold and foreign exchange rosorvo by means of the 
devices described above. 

* On November 13, 1907, spot sterling in Vienna was 241 -825, while forward 
sterling for the end of November was 241*400. 
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(7) THE MLSES-FEDEIIN CONTROVERSY 

There can be no doubt that the reason why money rates in 
Austria remained low was the depreciation of the spot krone to a 
shade below gold export point, and the development of a wide 
premium on tJie forward krone, which rose above its Interest 
Parities. In consequence the transfer of short-term funds to 
London or Berlin, whether through covered or uncovered arbi- 
trage, was checked. It may be asked, however, whether the 
overvaluation of the forward krone and the depreciation of 
the spot krone were really the result of deliberate policy, or 
whether they resulted merely from the higher Bank rates in 
London and Berlin, and from speculative forward buying of 
kronen, stimulated by the fact that the spot krone was at gold 
export point. Herr Kedern staked his whole reputation upon his 
assertion in his various articles ^ that official policy was the cause. 
On the other hand, his o])f)onent, Professor von Mises, was equally 
emphatic in denying that any special devices had been applied by 
the Austro-Hungarian Bank, in 1007 or at any other time, for the 
])urpose of discouraging the outflow of funds.^ Herr Fcdern goes 
into minute detail in describing how the policy was carried out, 
showing how the Austro-Hungarian Bank discriminated between 
demand for foreign currencies for commer(;ial purposes and for the 
purpose of interest arbitrage, how it refused to sell spot currencies 
while soiling freely for forward delivery, on the assumption that in 
the then existing circumstances those who bought Forward Kx- 

^ “ Dio Dovis<'n|>olitik dor Bank Die Zeit^ August 23, 1907 (unsi/jjiiod) ; a 
iinrnbor of nii.signoil arliolos in Dcr Oiftcrrcichiarhe Volhsirirt^ Juno 5, 1909, July 17 
1909, July 31. 1909, Doromhor 10, 1910, Dooonibor 24, 1910, Soptombor 23, 191 1, 
‘lb, 1911, and Ootobor 7, 1911 ; “ Das IVobloni ^e.stdzliohor Aufnahine 
dor Barzalilinigoii in 0st(*m‘ic*Ii-Uiigarn ”, Srhmollcrs Jahrhuch (vol. 34) 1910 ; 
“ ModcM*no Goldtlioorio in bstorroisoh-iingarlsolios Bankprivilogiuin ”, Srhmollers 
Jahrhuch (vol. 35), 1911; “ Modorno Goklllioorio ”, Jahrhuch dcr (Jesetzgebungy 
Verwallung uud VolkfiU'irtuchaJt (vol. 35) ; “ Dio Krago dor Barzahlungoii ”, Zeit- 
schriftjur Volkm'irlachajty tiozialpolilik and Vcnrallung {vo\, 19), 1910; and ” Ent- 
gognnng anf don Artikol von Dr vnii Misi'S ‘ Das Viorto I’rivilogium der oster- 
reioliisc’h-niigariHchon Bank ’ ”, Zeitschrijt Jar V olkswirtachafty Sozialpolitik und 
Verwaltung (vol. 19), 1910. 

2 “ Das Problem gesotzliehor Anfnalnno dor Barzahliingon in Ostorroioh- 
Ungarn ”, SchmoUers Jahrhuch (vol. 33), 1909; “Das Problem gesotzliehor 
Aufnahine dor Barzahlungoii in Oost.eri*oieh- Ungarn : Ein Schliiaawort gogonubor 
Walihor Fedorn ”, Schmoilcm Jahrhuch (vol. 34), 1910 ; “ Das viorto Privilogium 
der ostcnTeichiseh-ungarischon Bank ” and “ Entgegnung ”, both in Zeitschrift 
fiir Volkswirlschafty Sozialpolitik uml Verwaltung (vol. 22), 1912. 
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oliange could not possibly use the funds for interest arbitrage. 
Being in close contact with the market, he was in an excellent 
position to ascertain the facts, which were never questioned by 
anyone apart from Herr von Miscs. 

The latter, although he already liad an international reputation 
as a theoretical economist, had no practical contact with the market, 
nor even, it appears, an adequate knowledge of the essential 
practical details. Indeed, he disclosed an ignorance of the differ- 
ence between long bills and Forward Exchange,^ an ignorance 
which, for an Austrian economist dealing with monetary questions, 
is indeed surprising even lor pre-war days. His only evidence in 
support of his argument was a statement by Dr. von Bilinski, then 
Governor of the Austro-Hungarian Bank,^ according to whom the 
official policy at times of pressure due to international causes was 
to send gold freely to foreign markets in order to “ prevent there a 
further increase of interest rates which would otherwise lead to 
an artificial efflux of gold from the Monarchy, and consequently to 
the increase of interest rates ”. On the basis of this statement. 
Professor von Miscs triumphantly pointed out that Austria- 
Hungary was pursuing, in fact if not in law, a policy identi(?al with 
that of gold standard (*ountries, and tliat she did not seek to avoid 
parting with gold when higher interest rates abroad provoked a 
pressure on the krone. 


(8) HERR FEDERN’s THEORY COXFTRMEI) 

This assertion was subsequently contradicted by no other person 
than Dr. von Bilinski himself, who had meanwhile become Austrian 
Finance Minister, and, having ceased to be a Central Banker, 
presumably felt no longer the same need for paying lip-service to 
monetary orthodoxy. In a speech before the Austrian Parliament 
on December I, 1010, and in a subsequent speech, he opposed the 
adoption of the full gold standard on the ground that under the 
existing system the Austro-Hungarian Bank had a very effective 
weaj)on at its disposal in defending the exchange, in that it could 
differentiate between those demanding Foreign Exchanges for com- 
mercial purposes and those who wanted them for arbitrage or 
speculation. This offi(;ial statement confirmed (a) that it was the 

^ L. V. Misps, in t-ivhynoUers Jahrbuch, vol. 34, p. 416. Scjo also Fodorn's nnswor 
in Schmollers Jahrbuch^ vol. 35, p. 361. 

* Mado on Octolxir 2, 1906, in the eourso of an address to tlie Convention of 
Polish lawyers and oconoinists in Cracow. 
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object of the authorities to use means other than the Hank rate to 
discourage the outflow of funds, and (6) that, with this obje(;t, the 
Austro-Hungarian Bank had adopted the tactics of dilTcrentiating, 
in allotting Foreign Exchanges, between the re(iuirements of trade 
and those of interest arbitrage, withholding allotment for the latter 
purpose. These admissions went a long way to conlirm Herr 
Federn’s explanation. There was only one missing link : the exact 
method of discrimination had not been ollicially disclosed. Herr 
Federn's theory that it assumed the form of freely allott ing h^u'Wfird 
Exchanges while declining to allot spot exchanges had not been 
openly endorsed by official quarters. Indeed, it would have been 
too much to expect that the Austrian authorities would publicly 
reveal the technical details of their tactics. But leading ollicials 
of the Austro-Hungarian Bank are known ]nivatcly to have con- 
firmed Herr Federn’s assertions.^ In any case the practice of 
discrimination had been a matter of common knowledge among 
Vienna bankers in direct contact with the Foreign Exchange market, 
even though most of them had failed to grasp the broader implica- 
tions of the tactics pursued by the authorities. Even in our days, 
two decades after the events in question, it is possible to discover 
Austrian bankers who still remember what they then strongly 
resented as “ arbitrary discrimination on the part of the Central 
Bank in its allotriient of h\)reign Exchanges. AVe are therefore 
safe in a(^(^epting Herr Federn’s facts as having l)ecn dclinitely 
proved. 

‘ H«it Ff'dcrii, in hia a.rtirlo in SrhmoUers Jtthrhurh, IIUI, (luotcs as a larit 
oflicial cndorscniciit of his assertions the fact that, wlien in 1010 lie addressed a 
public nieet in^, Herr Frieilrieh Sehiriid, deputy Seert‘tarv-(i(*ii(*ral of tlie Aiistro- 
Hiinj^arian Bank, aiul himself an author of repute on teehnieal monetary subjeets, 
took part in the debate, and while eritieised sm'eral of llerr Kj'derii’s r)bservat ions, 
did not eoiitiadiet anything Ilerr Kedern said about tlie forward rati' policy adopted 
by his Bank. 

Tlio number of those who had eonfirmed in public the existence of the policy 
described by llerr Federn was not contined to opponents of the adoption of tlu^ gold 
standard — th(?y might be susf)ected of w'anting to strengthen the case in favour of 
maintaining the monetary utatus quo. But several prominent experts favouring 
the adoption of the gold standard readily endorsed Herr Federn \s findings. Direct or 
(lust av Rosenbaum, of the Wechsclstubcn A. (1. “ Mercur ”, in an article appearing 
in the Osterrek'hische, VolkfiU'irl of July 3, 11)09, admitted that, with the aid of the 
tactics de.scribed by Herr Federn, it w'ns ])o.ssible, in certain circumstances, to av'oid 
raising the Bank rate, but maintained that in such circumstances a higher Bank 
rate would bo an advantage. Dr. August Bari, one of the leading Hungarian 
financial writers, in an article appearing in the Paizihlezeti Szemle of Budapest 
on January /5, 1910, admitted the advantages of the tactics concerned, but main- 
tained that they wore outw^eighed by the advantages of Ix'iiig on an elective gold 
basis. 


Z 
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(0) FORWARD EXCriANGE POLICY AFTER 1907 

After 1907 the Austro-Hungarian Bank resorted to the same 
tactics on two more occasions, viz. during the adverse pressures on 
the krone caused by the international political tension, first in 
connection with the annexation of Bosnia in 1908-9, and later in 
connection with the Balkan war of 1912. On these occasions, 
however, the result of the official intervention in the Forward 
Exchange market was not so clearly discernible as on the occasion 
of the crisis of 1907. Nor were the circumstances so favourable 
for a successful application of the tactics which had produced such 
satisfectory results in li)07. For, as Mr. Keynes makes it plain, 
the technical devices that he advocates can be applied only against 
pressure due to causes other than an inherent weakness of the 
currency in (luestion. They are not meant to (jombat either a 
fundamental disecpiilibrium or a genuine flight of cai)ital. While 
in 190(3-7 there was no trace of any inherent weakness of the krone, 
in 1908-9 and in 1912 there was a relatively moderate flight of 
capital, owing to political uncertainty; by 1912, too, the trade 
balan(;e had become adverse, ])roducing a pressure on the krone 
which the technical weapons of Devisen-policy were unable to 
counteract. 

It is important to note that the technical devices des(;ril)ed by 
Herr Federn were not used solely for the purpose of avoiding an 
unwanted outflow of funds for interest arbitrage. There was at 
least one instance in which tliey were known to have been used for 
the opposite purpose. During the first half of 1909, when con- 
ditions in the money markets of Western Europe were becoming 
increasingly easy, there was a heiivy inflow of funds to Vienna to 
take advantage of the higher interest rates prevailing there. In 
spite of the cost of (jovering the exchange risk, the profit on trans- 
ferring funds for interest arbitrage to Austria was by no means 
inconsiderable. The management of the Austro-Hungarian Bank 
viewed the influx of funds with misgiving, owing to the possibility 
that it might cause overlending and a speculative boom, and also 
because of the danger of an inopportune and sudden withdrawal of 
the amounts lent to the Vienna market. To (jounteract the move- 
ment the Central Bank resorted to the same tactics as it had 
successfully employed against an outflow of funds. It stimulated 
the appreciation of the spot krone so as to discourage uncovered 
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interest arbitrage, and at the same time it caused the forward 
krone to depreciate so as to reduce the yield on funds invested in 
Vienna in covered interest arbitrage.^ 

(10) LESSONS OF THE AUSTRO-llUNOARIAN EXPERiEN(U5 

In view of the practical value of the experience gained by the 
Austro-Hungarian Hank, it is a matter for regret that tlie principles 
and the technique of its Devisen policy have not been the subject 
of more detailed investigation. The material we have assembled 
here is a mere fraction of that which could and should have been 
made available. 

Yet there is a great deal to be learnt from the available informa- 
tion upon the policy and tactics of the Austro-Hungarian Bank 
thirty years ago, in spite of the difference between conditions then 
prevailing in Vienna and present-day conditions in other centres. 
From this point of view, the conclusions of Herr Federn are dis- 
appointing. He maintains that, while the tccjhnical devices in 
question were applied successfully in relatively primitive conditions 
of a market of secondary importance, they could not be successful 
in the totally different conditions, involving a much laiger turnover, 
in a first-class international financial (.‘entre such as London.-* 
There is, however, no reason to suppose that the devices which 
were applied successfully on a small scale in Vienna could not be 
applied with equally favourable results in London or other centres 
on a much larger s(;ale, provided that their api)lication were 
limited, in accordance with Air. Keynes’s suggestion, to instances 
when selling or buying pressure on the (;urren(;y is due to higher 
or lower interest rates in a foreign centre and not to inherent 
weakness of the currency concerned. 

The proof of the pudding is in the eating. We shall see in 
Chapter XXXVlll that during the period 1027 28 a Forward 
Exchange policy similar to that applied in Vienna before the war, 
and to that advocated by Air. Keynes, was successfully applied by 
the Bank of Franco. It is true that the objecd was the diversion 
of unwanted funds from Paris and not their attraction. But this 
does not alter the fact that the official nianijnilation of forward 
rates is capable of inllucncing the movements of funds ev^en in 
modern post-war conditions, and even in a centre of first-rate 

^ Sec Osterreichische Volkswirt, July 17, 1909, p. 2. 

2 Osterreichische Volk'swirt, March 2S, 1939, p. 505. 
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importance. The figures involved arc many times larger than they 
were in Vienna before the war, but the princii)les involved are 
the same. 

The Mises-Federn controversy leads to an interesting question 
of ])rinciple, namely, whether the aim of monetary policy should 
be to prevent a gold outflow when that outflow would mitigate the 
rising tendency of interest rates abroad. This point raises the 
whole fundamental conflict between internationalism and isolation. 
Professor von Mises is a supporter of an internationalist theory, 
which explains his attitude towards Herr Federn’s explanation of 
the events of 1007. After all, as often as not the wish is father to 
the thought. Herr von Mises wanted to believe that Austria- 
Hungary had j)ursued an internationalist monetary policy, and 
found no difficulty in convincing himself that this was the (;asc, 
despite the evident facts and despite official admissions to the 
(contrary. ^ 

The fundamental question of internationalism v. isolationism 
in relation to a Forward Exchange policy will be discussed in 
greater length in Chapter XLVl. Here let it be sufficient to point 
out that, whether the isolationist policy of the Austro-Hungarian 
monetary authorities was right or ^rong, the manipulation of 
Forward Exchanges provided an effective mechanism for its 
successful execaition. 

^ Jncidenttilly, Professor von Misos provncl to bo a very bad loser indeed. I Terr 
Fedorn had caught liim out and exposed his errors of fact as well as his errors of 
interpretation. In 11)10 Professor von Mises’s “ chief witness ”, Dr. von Bilinski, 
upon whose earlier statement his argument mainly rested, tunu'd (ivideiiee against 
him. Most people in a similar position, if they were not great enough to admit 
having been wrong, would at least havo retreated in sik'iiee. Put not so llorr von 
Mises. In his article on the subject in tho Zeitschrijt Jiir V oiks unrtsch aft., Sozial- 
politik imd VencaUung in 1012, two years after the ollicial (lonlirmation of Herr 
F'edern’s thesis, ho reiteratod his old argument as if nothing liad happonc<J. Ifo 
chose to ignore Dr. von Bilinski*s statement, and sitnply ropeate<l his earlier 
assertion that for tho Austro-Hungarian Bank there were no other means to ])r(?- 
vent a rise in tho oxeliange rate above a certain rate than tho unrestricted sale of 
Foreign Exchanges at that level (p. 75(»). He. evt^n went so far as to assert that 
this thesis had never been disputed by anyone but “a small group of Austrian 
writers”. This “small group included such recognised autliorities as Pro- 
fessor Robert Zuckerkandl and Herr Frio<lrich Hertz, apart from Dr. von 
Bilinski hims(>lf. 



CHAPTEU XXX VI I 


“ KOSTDKVLSKN” OPERATIONS OF THE 
AUSTRIAN NATIONAL BANK 


(1) LEGACY FROM ALTSTUO-HIJ.NGARIAN BA.NK 

We liave seen in Chapter XXXVI that the Austro-Hungarian 
Bank pursued a regular forward rate policy for years before the 
war, and tliat it had developed a highly-skilled techni(j[ue of oflicial 
Forward Exchange operations. It is only natural, then, that the 
Austrian National Bank and, to a less degree, the other Central 
Banks which suc(;ecdcd the Austro-Hungarian Bank, should have 
been first in the field in adopting a Forward Exchange policy after 
the war. The Austrian National Bank was particularly qualified 
to carry on the traditions of the Austro-Hungarian Bank, for it 
inherited the latter’s Vienna head oflice with its experienced staff 
and its aciannulatcd jiractical experience. Admittedly, the con- 
tinuity of this valuable experience was broken during the war and 
early post-war years. Moreover, tlie initiator of the Forward Ex- 
change policy of the Austro-Hungarian Bank, Secretary Kuhn, had 
died even before the war, and his successors cither did not possess 
the same initiative and imagination or they did not have the same 
experience. Nevertheless, the Austrian National Bank had a better 
chaiKje of benefiting from pre-war experience in official Forward 
Exchange operations than any other Central Bank, 

During the inflationary period, of course, the Austrian monetary 
authorities were not in a position to apply the experience which 
they had gained during the period of stability. In any case, the 
Austrian National Bank was not established until in January 1923, 
whereas the Austro-Hungarian Bank went into liquidation immedi- 
ately after the war. The 2 )rovisional authority which was in charge 
of monetary affairs during the currency chaos of 1919-22 was not 
in a position to elaborate a Forward Kxcflmiige poli(;y to suit 
abnormal reipiircments. It \vas not until after the establishnumt 
of the Austrian National Bank and the stabilisation of the krone 
that a Forward Exchange policy was adopted. But during the 

341 



342 CENTRAL BANKS AND FORWARD EXCHANGE part vi 

period 1923-25, when Austrian finance was still suffering from the 
aftermath of the collapse of the krone, the Forward Exchange 
operations of the Austrian National Bank rendered invaluable 
service in improving conditions. 

(2) DEADLOCK AFTER STABILISATION OF THE AUSTRIAN 
CURRENCY 

Although the krone was stabilised in 1923, confidence in its 
stability was none too firm. Consequently, it was very difficult to 
obtain foreign credits to replenish the country’s capital resources, 
depicted by inflation. Some of the leading banks, with an inter- 
national reputation which had survived the (;ol lapse both of the 
Austro-Hungarian monarchy and of the krone, would have been 
able to obtain credits in terms of foreign currencies. They were 
reluctant to do so on any large scale, however, owing to the risk 
of big losses in the event of a new depreciation of the krone. More- 
over, the exchange restrictions introduced during the inflationary 
period prevented the revival of the highly -developed Vienna For- 
ward JOxchange market which had existed before the war, for the 
restrictions remained to some extent even after stabilisation. 
Austrians were allowed to sell foreign currencies against each other 
for spot or forward delivery but they were not allowed to operate 
in Forward Exchange against Austrian currency. Thus, during 
the great gambling fever in francs in Vienna in 1924, francs were 
sold forward against dollars, not against kronen. And even if there 
had been an open market for forward kronen, there would have 
been too many sellers and very few buyers of the currency, and 
the cost of covering the exchange risk on foreign (jredits would 
have been prohibitive. 

Thus the ])osition was that the Austrian banks were not prepared 
to borrow in sterling, dollars, etc., whil(5 foreign banks were even 
less prepared to lend in terms of kronen. The deadlock was com- 
plete. Notwithstanding the stabilisation, the Vienna money 
market was com])letely isolated from the international market. As 
a result, interest rates in Austria remained very high even after 
stabilisation. In the ordinary course, it would have taken many 
years for the accumulation of savings to produce a gradual decline 
ol’ interest rates. Meanwhile, trade would have been severely 
handicapped by the prohibitive interest rates and lack of adequate 
working capital. 
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(3) NATIONAL bank’s INITIATIVE 

In face of this situation the Austrian National Bank had two 
alternatives. The ortliodox remedy would have been to keep the 
Bank rate at a very high level and to restore conlidencc in the krone 
by means of prolonged and ruthless deflation. Such a poli(;y 
might possibly have gradually induced the Austrian banks to 
borrow in terms of foreign currencies notwithstanding the absence 
of facilities for covering the exchange risk. The result of such a 
policy, however, might have proved to be disastrous for the trade of 
a country which had suffered as much as Austria did between 1018 
and 1023. The Austrian authorities were wise enough to choose 
the other alternative whicih, while unorthodox, was substantially 
in accordance with the pre-\var traditions of the country. They 
sought to attract foreign funds to Vienna by means of a Forward 
Exchange policy which overcame the dcadlo(;k. 

From 1023 onwards, the Austrian National Bank was prepared 
to buy from the Austrian banks foreign currencies for immediate 
delivery and to resell them to the same banks for forward deliver3^ 
Tn other words, it was prepared to provide a substitute for the 
lacking open market in forward kronen. As a result, foreign banks 
were enabled to lend in terms of Austrian currency with the ex- 
change risk covered, and Austrian banks wore enabled to borrow 
in terms of foreign currencies without running any exchange risk. 
These operations wei*e known as “ Kostclevisen ” transactions and 
became a feature of the international market during 1923-24. 
Altlunigh the forward krone (and subsequently the f orward schilling) 
was quoted by the National Bank at a fairly substantial discount, 
the big margin between interest rates in Vienna and in the Western 
Kuropean financial c*entrc^s made it profitable to pay the cost of 
c^overing the exc'hange risk. 


(4) SWAP AND DEPOSIT OPERATIONS 

l^ritish, Americ^an and other foreign banks, through the inter- 
mediary of Vienna banking houses, bought from the Austrian 
National Bank spot kronen (or schillings) and resold them to the 
National Bank for delivery in three months at a discount of, say, 
4 per cent per annum. As they were able to lend the Austrian 
cairrency to first-class Vienna banks at something like 12 per cent 
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per annum, there was a net yield of 8 per cent per annum, which 
was quite satisfactory (considering that there was no exchange risk. 
The discount charged by the National Bank varied between I j and 
4i per cent per annum and was on the average between about 2 and 
2J per cent per annum. Needless to say, foreign banks were not 
j)rei)arc(l to commit tliemselves very heavily in this type of business 
and preferred in many instances to lend to Austrian banks in terms 
of foreign currench^s, in whi(*,h case it was the Austrian banks which, 
as principals, sold these currencies to the National Bank and 
rebought them for forward delivery. The yield to the foreign 
lenders (Ui such operations was always appreciably lower than the 
yield on their oj)erations in terms of Austrian currencies. 

As a result of t hese swa]) and deposit transactions it was possible 
to attract to Vienna substantial amounts of foreign funds which 
otherwise would not have (;ome. Thanks to tliis influx, interest 
rates gradually declined from their prohibitive level to more normal 
figures. The technical arrangement made by the National Bank 
obviated tlie necessity for pursuing a deliberate policy of high 
Bank rate and deflation. Thus, in substance, the policy i)ursued 
was similar to the pre-war Forward Exchange policy of the Austro- 
Hungarian Bank. This is not admitted, however, by most admirers 
of the latter’s policy, who maintain that the Austrian National 
Bank’s j)olicy was inherently unsound and had nothing in common 
with the pre-war policy. Indeed, very few ])eople have had a good 
woid to say for the Austrian National Bank’s Forward Exchange 
operations. The National Bank itself probably now regards them 
as an error of its early days, though in reality it (*ertainly has no 
reasem to be ashamed of the solution it adopted. 


(o) TUK INFLATION BOOEV 

The main reason for tlie unpopularity of the National Bank’s 
“ Kostdevisen ” operat ions was the fear that they might lead to an 
inflationary expansion ol’ the currency. In order to acquire foreign 
(airrencies througli these swaj) (operations, the Central Bank had to 
create currency or credit. Moreover, sin(.*e the foreign currencies 
acquired formed ])art of the Bank’s metallic reserve, it was in a 
position to expand credit in accordance with its statutes to the 
extent of five times the amount tlius acquired. It was argued that, 
since swap operations were essentially temporary, the withdrawal 
of foreign curren(;ics by the lending banks might create an embar- 
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rassing position, in that it might c()ini)cl the National liank to 
contract credit at an inopportune moment. To my mind this 
argument sounds most unconvincing. In so far as the Central 
Bank did not create currency or credit in excess of the actual 
amount of the Foreign Exchanges accjuired - even thougli under the 
continental system of reserve ratios it was entitled to expand credit 
to several times the additional metallic reserve —there would be no 
special dilTiculty in licpiidating the situation, since the lcnden*s, in 
withdrawing the foreign (lurrencies, would pay for them in Austrian 
currency. Admittedly, this might be inconvenient for the (country’s 
trade, if not also for the (Central Bank, for trade would thus be 
deprived of some of its borrowed working capital ; but this is true 
of every form of short-term borrowing from abroad. Even if 
foreign funds are attracted by strictly orthodox methods of high 
Bank rate, they arc always liable to withdrawal when the lenders 
find more profitable use for their money. From this point of view, 
there is no difference whatever between funds attracted by high 
Bank rate and those attracted by means of Forward h]xchange 
operations. This also answers the argument about the inflationary 
effect of using the foreign currencies as the basis of a deliberate 
credit expansion, and about the deflationary effect of the contraction 
of (jredit necessitated by the withdrawal of foreign currencies. 
Under the (*ontinental system of reserve ratios, this risk always 
exists, whether the (\mtral Bank increases the ])asis of its (*urrency 
and credit structure by means of high Bank rate or by means of 
Forward Exchange policy. 


(()) ( KITieiSM OV KOSTDKVrSEX OPEKATiOXS 

As a matter of fa(;t the Austrian National Bank never intended 
to use Kostdevisen ” for the pur])ose of a credil expansion beyond 
that inevitably involved in the purchases.^ Notwithstanding this, 
many critics of the Bank, and also the League Finance Committee, 
viewed with sus])icion the increase of the Bank’s Foreign Exchange 
reserve through ‘'Kostdevisen” operations. Until the end of 
1024 the Bank inc*ludcd the amounts thus acquired in its ordinary 
Foreign Exchange reserve, although indi(*ating their special nature. 
This pracrtice was subjected to much exaggerated criticism. It was 
j)ointed out that, since the National Bank had actually resold for 
future delivery the foreign currencies thus acejuired, it had no 

^ Tliia was expressly stated in the annual report for 1924. 
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right to add them to its Foreign Exchange reserve. There may 
he much to be said in favour of a footnote reference to the amount 
of swap-devisen, but the attacks upon the National Bank for 
including them at all in its metallic cover were unjustified and 
hypocritical. After all, if an Austrian bank borrowed sterling for 
three months and sold it to the National Bank without covering, it 
would have had to repurchase it from the National Bank in three 
months’ time. All parties would be aware of the essentially tem- 
porary nature of Central Bank exchange acquisitions through 
such transactions, yet it would not occur to anybody to suggest 
that it was the duty of the Central Bank to indicate specially that 
these Foreign Ex(;hangcs were liable to withdrawal in three months’ 
time. 

However this may be, acting upon pressure from the League 
Finance Committee, tlie Austrian National Bank decided at the 
end of 1924 to exclude “ Kostdevisen ” from its Foreign Exchange 
reserve. As a result, the reserve ratio dropped from 54*() per cent 
on December 31, 1924, to 40 per cent on January 7.^ The statutes 
of the Bank were altered so as to provide that the swap-devisen 
should be added to various other kinds of foreign (uirrency holdings 
which were not qualified to form part of the metallic reserv^e. This 
omnibus item was to remain, however, part of the fiduciary cover. 


(7) LKAdUK FINANCE COMMITTEE’S ATTITUDE 

For this reason, in spite of the change, the League Committee 
was not altogether reassured, and sought to impress upon the 
National Bank the necessity for (caution regarding the volume of its 
“ Kostdevisen ” operations. In this respect it is interesting to 
(piote the remarks of the report of the Finance Committee dated 
February 14, 1925 : 

“ The Finance Committee view with satisfaction the excdusiori 
from the gold and Foreign Exchange reserve of the Austrian 
National Bank of foreign currencies which flow into the Bank by 
way of the combined spot and forward transactions in Foreign 
Exchange (Kostgeschaft). The Finance Commitce entirely agree 
with the a(jtion of the National Banli in undertaking exchange 
business, whether spot or forward. They have, however, been 
impressed by the raj)id expansion of the Kostdevisen transactions, 

^ of Nations (’orninissionor (Jlcneral’s Monthly lloport on Austria, 

January 31 , 1925. 
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which had counterbalanced the decrease effected in the volume 
of bills discounted by the Bank. They were glad to note that 
their view and that of the Austrian National Bank coincide as to 
the monetary influence of the Kostdevisen, the credit created by 
this means being as much a part of the general credit structure as 
are discounts acquired by the National Bank. While exp{insion 
and contraction in the latter are controlled by a ])roper Bank rate 
policy, the former should be controlled by raising and lowering the 
rate charged for the Kostgeschaft. The Finance (.^ommittee heard 
with satisfaction that the Austrian National Bank scrutinises care- 
fully the nature and quality of the credits it grants, not only by 
way of its purchase of discounts but also by way of the Kost- 
devisen, with a view to confining these credits to strictly economic 
purposes.” 

Largely as a result of the attitude of the League Finance Com- 
mittee, the volume of the Kostdevisen operations of the Austrian 
National Bank gradually declined. Its highest figure was reached 
at the end of 1924, when it amounted to 179,856,000 schillings. By 
1927 it had declined to a negligible figure. Even up to this day 
the Bank return includes an item of “ Foreign Exchanges not 
in(4udcd in the Foreign Exc^hangc reserve ”, and a footnote indi- 
cates the exact amount of Kostdevisen represented in this amount. 
The rest consists of Foreign Exchanges ineligible as part of the 
metallic reserve. During the years of stability an open market 
had developed in Vienna for h\)rward Exchanges against schillings, 
and this reduced the necressity for official Forward Exchange 
operations. Notwithstanding this, it is a pity that the experiment 
was ])ra(4ically discontinued after the return of more normal 
conditions. While the system was in operation, it was of great 
assistance to Austria, and was largely responsible for the cheapening 
of money rates that prepared the ground for the gradual reduction 
of the Bank rate from 15 per cent in 1924 to 7 ])er cent by the end 
of 1926. 


(8) SWAP OPKKATIONS BY OTHKK CENTRAL BANKS 

The Austrian National Bank was not the only Central Bank 
in the Succession States which took an active interest in Forward 
Exchange. To some extent the other Central Banks carried out 
operations somewhat similar to those of the Austrian National 
Bank. Article 127 of the statutes of the ( V.cchoslovakian National 
Bank authorises the executiofi of Forward Exchange transactions, 
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but it b? not known to what extent the Bank has availed itself of 
this right. Its exchange operations are included among “ Other 
Assets and Liabilities ” in the Bank return.^ Generally speaking, 
its activities consisted of regulating seasonal fluctuations in the 
supply and demand for Forward Exchanges for commercial pur- 
poses. Information about the Forward Exchange operations of 
the Central Banks of other Suecession States is practically un- 
obtainable, though some of them are known to have been engaged 
in Kostdevisen transactions. 

Among the National Hanks outside Europe, the Banco do Brasil 
took up the system of official swap operations and used it as a 
means of ac;cpiiring foreign deposits. While the Austrian National 
Bank and other Central European institutions operated exclusively 
through the local banks, the Banco do Brasil established direct 
(*onta(^t with London, New York and other Foreign Exchange 
markets, concluding swap and de 2 )osit deals with foreign banks. 
In this instance the system produced an unfavourable result. It 
was used to a large degree for bolstering up an untenable 2 )osition 
by means of the foreign short-term credits obtained through these 
swap operations. f]ventually it bec^ame necessary in 1931 to con- 
solidate these and other external liabilities by means of a large 
banking credit. This example shows that official Forward Ex- 
cliango operations can load to unfavourable results if the system 
is abused. 

(9) IMIK-WAR AND POST-WAR METHODS (K)MPARED 

There is a subtle but none the less essential dilTorence between 
the forward rate i)olicy j)nrsucd by the Austro-Hungarian Bank 
before tlie war and that adopted by the Austrian National Bank 
and other Central Banks after the w^ar. In both instances the 
international movement of short-term funds w'as influenced by 
means of the manipulation of the forward rate as an alternative to 
the orthodox Bank rate policy. In the case of the Austro-Hun- 
garian Bank, however, the forward rates were influenced by 
intervention in the normal Foreign Exchange market, while in the 
case of the Austrian National Bank and other Central Banks a new 
type of market was specially created by the Central Bank for swap 
and deposit transactions. This latter method is much more arti- 
ficial than the one pursued by the Austro-Hungarian Bank, Avliich 

1 J^r. Robert R. Kaoppelli, J)tr Nvtenhankausweis in Theorie uml Wirklichkeil 
(Fischer, Jena, IIKIO), p. 202. 
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was so natural as to be almost imperceptible to all but the shrewdest 
observers with prcactical contacts with the market. The Austro- 
Hungarian Bank sought to influence the forward rate by influcrujiug 
supply and demand. The Austrian National Bank fixed an artificial 
rate of its own in the absence of a market. 

A much more important dilTerence is that while the Austro- 
Hungarian Rank merely aimed at maintaining the dahts quo in the 
Vienna market by counteracting, by means of a. forward rate ])olicy, 
any tendency detrimental to its equilibrium, the Austrian National 
Bank sought actually to increase the supply of funds in tlie market. 
In the case of the Austro-Hungarian Bank the object was the regula- 
tion of the international flow of funds ; in the case of the Austrian 
National Bank the object was short-term borrowing from abroad. 
Thus in spite of the liigh degree of similarity of the methods apj)lied, 
it cannot be said that the policy pursued was identical. 



CHAPTER XXXVIII 


FORWARD EXCHANGE OPERATIONS OF THE 
BANK OF FRANCE IN 1927-28 


(1) A RADICAL INNOVATION FOR AN ORTHODOX PURPOSE 

Tjie examples quoted in Chapters XXXVI and XXXVII have 
shown that it is possible for Central Banks to influence the inter- 
national movement of funds through the manipulation of forward 
rates. We have seen that before the war the Austro-Hungarian 
Bank succeeded, by jueans of a skilful Forward Exchange policy, 
in retaining in Vienna short-term funds which would otherwise 
have been transferred abroad, Jind in restraining an influx of un- 
wanted funds. \Vc have also seen that in more recent years the 
Austrian National Bank and possibly other Central European 
institutions, and also the Banco do Brasil, have siuicceded in 
attracting funds from abroad by fixing the forward rates at a con- 
venient level. The object of the present cliapter is to demonstrate 
more fully that Forward Exchange ])olicy is by no means necessarily 
a “ one-way street ” ; that it can be applied to serve purposes other 
than the prevention of an outflow of funds or the encouragement 
of an inflow. An examjfle of this was given in Chapter XXXVI, 
when we described the Austro-Hungarian Bank’s tactics aiming at 
the discouragement of an influx of funds in 1909. But the case of 
the ]3ank of France during 1927-28 is much more enlightening. 

It is remarkable that one of the most conservative C(aitral 
Banks — which the Bank of France undoubtedly was until tlic 
revision of its statutes and the change of its control in 1936 — 
should have provided one of the most interesting exam phis of 
the application of technical but none the less radical monetary 
reform measures. The Bank of Franco, in initiating its Forward 
Exchange policy in 1927, was probably not aware that it was 
applying a radical reform measure. 'Po reassure those who may 
be shocked by the revelation that in 1927 such a stronghold of 
monetary orthodoxy as the Bank of France could take the lead in 
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the adoption of radical reform, 1 hasten to add that this radical 
measure served an essentially orthodox purpose : to counteract 
monetary expansion and avoid a reduction of the Bank rate. 
Notwithstanding this mitigating circumstance, the fact remains 
that the rigidity of its statutes, the fundamental orthodoxy of its 
principles and the conservatism of its management, did not prevent 
the Bank of France from applying a very unconventional method 
of intervention when this suited its purpose. 


(2) CIRCUMSTANCES LEADING TO ADOPTION OF 
FRENCH FORWARD RATE POLICY 

While it is hardly surprising that the pre-war Forward Exchange 
operations of the Austro-Hungarian Bank and the j)ost-war For- 
ward Exchange operations of various minor (^Jentral Banks have 
escaped attention, it is remarkable that the exam])le of the Bank of 
France should have received so little publicity. After all, the events 
took place in recent years ; their details as well as princij)les were, 
moreover, public knowledge. The actual details of the Forward 
Exchange policy of the Austro-Hungarian Bank were never officially 
described ; but the operations undertaken by the Bank of France 
were repeatedly admitted in the annual reports of that liank, in 
speeches by M. Poim^are, and in various oHicial documents. It is 
characteristic of the highly unsatisfiictory state of the literature on 
Forward Exchange that the broader implications of the technical 
measures taken by the Bank of France wore overlooked.^ 

The circumstances in whu*h the French monetary authorities 
decided u]}on the adoption of their Forward Exchange policy are a 
matter of general knowledge. During the period of de facto stabilisa- 
tion between 11)20 and 11)28, there was a strong speculative buying 
of francs in anticii)atioii of a further appreciation. The French 
authorities had to take up a large part of the Foreign Exchanges 
sold by spe(nilators, and as a result there was a plethora of funds in 
the Paris market. The Bank of France had to iiua'oase its note 
issue and the volume of credit to pay for the stei*ling and dollars 
bought. Since the amounts thus acquired were not repatriated in 
the form of gold but remained abroad in the form of official 

^ Professor Demtiria wns tlio only author who (’onnec.t(?(l tho French ofheial 
Forward Fxehnngo o])eratioiis with Mr. Keynes’s proposals. Mr. TFawlroy refers 
to tJieso operations easnally in The Art of Cenintl Banking (p. 18), but does not 
enlarge upon the subject, nor does ho connect the inonsun^s with Mr. Keynes’s 
scheme. 
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French balances, they contributed towards the monetary ease in 
foreign markets, an ease which in turn facilitated the foreign 
buying of francs. The French authorities, determined to prevent 
inflation at all costs, sought first to check the buying pressure by 
creating dearer monetary conditions abroad, it was with this object 
in view that M. Poincare decided to withdraw gold from the J3ank 
of England in ]\Iay and June 1927.^ These withdrawals, however, 
provoked an outcry of indignation against such direct interference 
with the conditions of a foreign market, and M. Poincare decided to 
resort to more subtle and less aggressive devices. 


(3) orKICTAL INTERVENTIO^J IX 1927 

Tn .July 1927 the restriction on the export of capital was re- 
laxed, and in August the French banks were authorised to (?arry 
on arbitrage operations with foreign centres. At the same time 
the Oovernment authorised tlic Bank of Fraiu^e to lend Foreign 
Ex(;hanges to the French banks. The transactions assumed the 
form of swapping spot against forward sterling and dollars. The 
Bank of France sold spot sterling and dollars to the French banks, 
repurchasing from them the same amounts for delivery in three 
months. The French banks were at liberty to employ these funds 
abroad, thus taking advantage of the higlua* interest rates pre- 
vailing there. Since the Bank of Fran(?c repurchased the foreign 
currencies at a fixed rate, the banks did not run any risk of capital 
depreciation in the event of an appreciation of tiu? franc. 

The removal of exchange restrictions would in itsc^lfhave been 
sufficient to enable the banks to undertake interest arbitrage. 
The question is whether, in the absence of intervention on the 
part of the Bank of Franc^e, it would have been Avorth their while to 
invest short-term funds abroad. It is true that the market rate 
of discount was higher in London than in Paris, where the plethora 
of funds reduced interest rates considerably. During the spring 
of 1928, bill rates in London were about 4] pen* cent, while in Paris 
they were about 2^ per cent. In the absence of intervention, how- 
ever, speculative forward buying of francs would have widened 
the premium on forward francs to a figure at which it would have 
more than offset the discTcpancy between bill rates. Thus, in 

^ withdrawals aro (liHCiissnd in detail in my books International Gold 

Movements, The Fight for Finajieial Supremacy, and Behind the Scenes of Inter- 
national Finaiice. 
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order to make the transfer of funds to London and New York 
profitable, the Bank of France cpiotcd swap rates to the French 
banks which left a reasonable margin of profit on the covered 
interest arbitrage. In other words, the Bank of Fran(?e was pre- 
pared to buy forward dollars and sterling at an overvalued level 
compared with their Interest Parities. This was done in order to 
induce the French banks temporarily to relieve the Bank of France 
of its excessive supply of foreign currencies. By such means the 
French monetary autliorities hoped to be able to mop up the ex- 
cessive supply of notes issued, and credit created, in connection 
with their purchase of Foreign Exchanges. 


(4) INCREASR OR VOLUME OF SWAP OPERATIOXS IN P.)2S 

The official swap operations gradually assumed considerable 
dimensions. Although initiated onl^^ in August 1927, their out- 
standing total reached 3 milliard francs by the end of September. 
It remained practically stationary until the end of the year. At 
the beginning of 1928, however, the complete removal of exchange 
restrictions increased the buying pressure on the franc, and the 
authorities had to take up further large amounts of Foreign Ex- 
change. To offset the increase of the note issue, the swap operations 
were further stimulated. The result was that by the beginning 
of June 1928 the total outstanding was over 15 milliards. 

The annual report of the Bank of France for 1927 makes a brief 
reference to these operations. A substantial part [of the francs 
issued as a counterpart to the foreign currencies at^cpiired] found 
its way back to us directly, through forward transactions in Foreign 
Exchanges which we were authorised by tl\e Oovernment to carry 
out in tlie Paris market , and which enabled us to lend temporarily, 
against immediate j)ayment of francs, part of the h^orcign Ex- 
changes accjuired.'’ The bank’s annual report for 1928 gives more 
details of the development of these o])orations and of their subse- 
quent liquidation after the stabilisation ot the franc. ‘‘ The a(*- 
cpiisition of foreign currencies assumed extraordinary proportions, 
and it became increasingly difficult to absorb the francs created iji 
consecpience. Wo indicated in our last report the way in which a 
large part of the notes issued and credit created as a counterpart 
to our gold and Foreign Exchange purchases had been withdrawn 
during 1927, by the bank of issue, through Forward Exchange 
transactions. . . . During the early months of 1928 this regulating 

2 a 
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movement was unable to assume sufficient dimensions to offset 
the increase of our note issue. To facilitate as much as we could 
the reflux of francs we increased our Forward Exchange operations 
to a considerable figure. The amount of foreign currencies thus 
lent to the French market against immediate payment of francs 
increased gradually, from about milliard francs, at the end of 
1027 to about 15 milliards at the beginning of June. But these 
operations were only able to improve the situation temporarily, 
since the Bank bought for forward delivery the exchanges it sold 
for cash, and the liquidation of the operations had to result, sooner 
or later, in an issue of framis.’’ 


(5) FAVOURABLE RESULTS OF THE SYSTEM 

Even though the offi(;ial swap operations could not wholly 
prevent an unwanted expansion, they went a long way towards 
keeping down its amount. It was largely as a result of these 
operations that the Bank of France was able to maintain its dis- 
count rate at a relatively high level. Notwithstanding the buying 
pressure on the franc and the tendency towards easier money, the 
Bank rate remained at 5 per cent until .December 11)27 and at 
4 per cent until January 1928. It was still as liigh as per cent 
at the time of the stabilisation of the franc in June 1928, notwith- 
standing the accentuation of the reflux of funds during the mouths 
preceding it. It may of course be asked whether it would not have 
been a better ])olicy to allow the buying pressure to j)rodu(^e its 
natural effect on interest rates, on the volume of credit, and on 
commodity prices, and thus to produce its automatic? corrective. 
After all, it was because the spot franc was so evidently undervalued 
that speculative buying was so persistent. It may well be asked 
whether a rise in French prices would not have mitigated the 
adverse pressure on sterling during the three years following the 
stabilisation of the franc, an adverse pressure whicli culminated 
in the suspension of the gold standard in Great Britain. 

It is, however, outside the scope of this book to (?riticise the basic 
principles of the French monetary policy of 1927 -28. Whether 
that policy was right or wrong is a matter of opinion ; the fact 
is that its execution was facilitated to no slight degree by the 
application of the technical device of official Forward Exchange 
operations. 

The Bank of France report remarks that the relief brought by 
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the swap o})erations was necessarily tein]3orary, since the Rank 
repurchased for future delivery the cxc^hange it sold for cash. But 
it was always in a position to renew the existing arrangements by 
offering the French banks sufficiently attract iv^e terms in the form 
of overvalued forward sterling and dollar rates. 


(0) CJIITTCISM OF THF SYSTEM 

The system was subjected to criticism outside the Hank on the 
ground that, since the French banks were always free to decline 
the renewal of the swap transactions, the existence of a large out- 
standing amount was like a Damocjles’ sword which threatened to 
frustrate any attempt on the part of the Bank to contract (;redit, 
and which might have led to a sudden exj)ansion at any moment.^ 
In reality the worst that could possibly have ha])peiied was the 
(jreation of the state of affairs that would have existed had the 
swap transactions never been undertaken. In mopping up part 
of the excessive note issue the Bank converted actual inflation into 
potential inflation. To object to the system on this ground is 
equivalent to objecting to President Roosevelt’s policy of financ- 
ing the deficit by Treasury bills rather than by crude currency 
inflation, simply because the non-renewal of Treasury bills might 
conceivably lead to currency inflation. 

M . Pierre Fraysinet took a broader view of the situation when 
he regarded these swap o])erations as a hidden reserve for the J3ank 
of France.^ Until the stabilisation of the franc, the swap operations 
were not shown in the Bank return. Any adverse pressure on the 
franc might liave been met by the non-renewal of swap transactions, 
in which case the fall in the foreign currency holdings would have 
been offset by the recovery of the amounts lent to the French bariJ^s. 
Indeed, even after stabilisation, when the Bank of France began to 

* Accorcliiifr to Dr. Robort H. Kaoppoli, Der N otenhanhiusweis in Thforie utnl 

Wirklichke.it (Fiselicr, 1930), tbo oxistonoo of a largo oflioial holding of swap 

(^X(diangcs was ajit to rondor a liigh Hank rato inottbef ivt^ sinoo tho banka wore in a 
position to sccuro franca by li(|iiidating the swap contracts (p. 150). 

Dr. S. Wolff, forinor tinancial corivspoinlcnt of tho Frankfurter Zeitung in Paris, 
writing in W irtsvhafuUenst of October 19, 1928, states : “ T'ho oxistent’t^ of swap 
coriunitincnts limits eonsidorably tho Central Hank’s freedom of ai'tion in tluj 
sphoro of money market and discount policy ”. Tho answer to this criticism is 
that, so long as tho forward rato was maintained at a lovol which loft an adocpiato 
margin of j)rotit on tho transfer of funds from Paris, tla.Tc^ was no la^ed to fear an 
inopportune rotliix of funds. 

* P. Fraysinot, La Politique monetaire de la France 1924-1928 (Recouil Siroy, 
Paris, 1928). 
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publish the amount of itn swap o])or<itioiis,^ the existence of a hirgo 
outstanding amount provided a useful first line of defence oven 
though it was no longer invisible. The liquidation of the swap 
operations went a long way towards meeting the temporary adverse 
pressure on the franc which followed its legal stabilisation, a 
pressure due in part to the closing of speculative accounts in francs 
and in part to the Wall Street boom. 

(7) A TEMPORARY EXPEDIENT 

How far does the device applied by the Bank of France accord 
with Mr. Keynes’s proposal ? Even though Mr. Keynes had mainly 
in mind the use of olficial Forward Exchange operations to prevent 
a rise in interest rates, he also envisaged their use to prevent 
an unwanted fall in interest rates. The principle involved is the 
same. Whether the object is to prevent a rise or a fall, the system 
consists of counteracting, by means of Forward Exchange opera- 
tions, the effect of tlie international factor ui)on the internal 
monetary situation, so as to safeguard trade against an unwanted 
influence. The essential difference between tlie system advocated 
by Mr. Keynes and the one adopted by the Bank of Frame was 
that, while Mr. Keynes would like to see Forward Exchange opera- 
tions become part of the normal monetary policy, the Bank of 
France applied this device only exceptionally in order to cope with 
a temporary abnormal situation. As soon as that special situation 
ceased to exist, the Bank of France discontinued its Forward 
Exchange operations and liepndaied its existing commitments. In 
this respect the remarks in its report for 1928 arc worth (pioting : 

‘‘ The swap operations which proved to be highly salutary 
during the period of the (Je facto stabilisation of the franc, tlirough 
reabsorbing temporarily the exc^css of liquid rcsour(‘es, ceased to Ix^ 
indispensable and could not be perpetuated under a normal regime. 
We endeavoured to proceed with their gradual liquidation, at first 
by changing tlie terms on which we were prepai’ed to lend ex(?hanges, 
and subsequently by ceasing to renew the swa[) transacitions. This 
])rogressive licpiidation is now complete. The amount of exchanges 
lent was 9777 million francs on June 25. By December 22, which 
was the last day of the business year, it had become rcduc;ed to 

^ Tlicro was an item “ Engagements provonant tie reports s\n* devises ” on the 
Liabilities side of the Bank return, and an item “ Devises on report ” on tlio Assets 
side. 
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about 25 millions, and even this amount disappeared from our 
account a few days later. Within six months we have thus taken 
delivery of Foreign Exchanges amounting to nearly 10 milliards, 
as and when the forward contracts matured.” 


(8) A LOST OPPORTUNITY 

it is a pity that, in spite of its favourable results, the experiment 
was discontinued. For there would have been am])le opportunity 
for the application of the device in the same sense in subsequent 
years, to the benefit of France and other countries. In 11)30, in 
particular, it would have provided an ideal solution of the Franco- 
British differem^es over discount rate ])olicy. As is well known, the 
British authorities at that time aimed at lowering interest rates in 
order to mitigate the depression that developed jifter the Wall 
Street slum]). Since the French authorities were unwilling to adopt 
a similar policy, the result was an accentuation of the selling 
pressure on sterling. The application of the devic^e of Forward 
F]xchango oj)erati()ns would have enabled the French authorities to 
maintain interest rates at a relatively high level, in pursuance of 
the domestic discount I'ate policy which, rightly or wrongly, they 
were determined to j)ursue, without thereby aggravating the inter- 
national position of sterling. A resumption of the Forward 
Exchange policy adopted during 1927-28 would have enabled the 
Bank of France to ])rcvcnt a flow of funds from London to Paris. 
The F>cnch authorities were at that time anxious to emj)hasise 
that, much as they would have liked to avoid aggravating the 
pressure on sterling, they were not in a position to counteract the 
natural tendencies in the Paris market. Their spokesmen rei)eated 
to boredom the inability of the Bank of k>ancc, owing to the 
rigidity of its statutes, to intervene ellcctively. As, however, these 
same statutes did not prevent the French authorities from under- 
taking Forward Exchange operations to (*ounteract an unwanted 
tendency in 1027 28, there is no valid reason why they should not 
have fallen back u[)on the same device for the same end three y('ars 
later. 


(0) I’ROLTT OR LOSS ( 

It is perhaps worth mentioning that, far from being costly, the 
Forward Exchange policy pursued by the Bank of France during 
1927-28 was highly profitable. The item of “ Commissions et 
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intoret sur operations do change ” showed a proGt of 14,864,642 
francs during the Grst half of 1928. During the second half of that 
year, when most swap operations were allowed to expire, the profit 
decjlined to 0,420, 189 francs, and since 1929 the item has ceased to 
be published. Even thougli profit on other Foreign Exchange 
operations must have contributed to the total, there can be no 
doubt that the result of swap transactions constituted the bulk of it. 

Considering that Mr. Keynes’s scheme is opposed partly for fear 
of the heavy cost involved, it is of particular importance to note 
that in given circumstances the operations can actually yield a 
direct profit, apart altogether from the benefit derived from its 
general effects, for the sake of which it would be well worth while 
even to bear a direct financial loss on the operation. If the mone- 
tary authorities, in the courvse of tlieir intervention, are sellers of 
their own national currency for forward delivery at a premium, or 
if they are buyers of their own national currency for forward 
delivery at a discount, they make a profit. If intervention involves 
forward buying of the national currency at a premium, or forward 
selling of the national currency at a discount, the result is a financial 
loss. 


(10) ITALIAN FORWARD RATK TOLIOY, 1925-20 

Even before the Bank of France began its Forward Exchange 
operations, a forward rate policy, whii^h in outward appearance 
was of a somewhat similar kind, had been pursued for a short 
while by the Italian Treasury. Between September 1925 and 
April 1920 the Italian Treasury sold spot exchanges and repurchased 
Forward Exchanges. On other occasions it bought spot exchanges 
and resold Forward Ex(;hanges. Thus, while the French authorities 
operated only one way, with the aim of encouraging an outflow of 
short-term funds, the Italian authorities operated both ways, 
encouraging both the inflow and the outflow of short-term funds. 
According to a theory elaborated by Professor Demaria, ^ the 
object of this policy was to facilitate the international movement 
of short-teiTn funds to and from Milan and presumably to prevent 
these movements from affecting the spot rate. This arrangement 
was supposeil to have been meant to act as a shock-absorber, 
in the absence of international gold movements. Whenever there 

^ Giovanni Dtiinaria, “ I ISaggi di Riporfco o tli l)c(.>orto clolla Lira Italiaiui a 
Londra dal 1921 al 1928 ”, publishod in Riviatti Inlernazionale di iScienze Sociali, 
Novombor-Deceinbor, 1928, pp. 139-142. 
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was an outflow of short-term funds, the Italian Treasury was a 
buyer of spot lire and a seller of forward lire, thereby preventing 
the outflow from causing a depreciation of the spot lira. Whenever 
there was an inflow of short-term funds, the Treasury was a seller 
of spot lire and a buyer of forward lire, thereby preventing the 
movement from causing an appreciation of the spot lira, an apprecia- 
tion which subsequently would have proved difficult to maintain 
and which would thus have led to unnecessary fluctuatiojis. The 
application of these tactics — who.se existence has never been 
officially confirmed— was discontinued in April 11)2(5, owing to the 
development of a sweeping speculative movement, in the face of 
which such a policy could not have produced any useful results. 

Unlike the French Forward Exchange operations, the Italian 
operations were not linked to discount rate })olicy. Indeed, the 
Milan money market was far less developed than the Paris money 
market, and, in any case, in the unstable exchange conditions then 
prevailing, it was necessarily less sensitive to technical influences 
than the Paris money market was during the period of cle facto 
stability. Nor is it possible to accept definitely, in the absence of 
further evidence, the theory that the Italian authorities pursued 
a forward rate policy similar to that of the Austro-Hungarian Bank, 
by whicih they sought to regulate the international movement of 
funds through fixing the forward lira rate at a level at whicfii it 
was (salculated to provoke an influx or an efflux of balances. Such 
a policy presupposes reasonably stable monetary conditions, and a 
highly developed international arbitrage operating freely in beflh 
directions. Neither of these conditions existed in Italy during 
1925 2(5. 

The Italian experience shows, however, that official Forward 
Exchange policy can bo pursued for the purpose of supporting the 
spot rate without thereby causing any lasting decline in the gold 
and Forciign Exchange reserve, through offsetting any spot sale of 
Foreign Exchanges by a corresponding forward purcihasc. I am 
inclined to believe that this was the solo objeeff of the Italian official 
swap operations during 1925-20. These operations did not pursue 
objects of broader monetary or economic! policy, but merely aimed 
at increasing the efficiency of the defence of a currency against an 
acute attack. They belong to the realm of defensive intervention 
and will be discussed under that heading in (flia])ter XIj. 
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THE REICHSBANK AND FORWARD EXCHANGE 

(1) CrrANGK OK rOLICY AFTER THE WAR 

Altttoitoh T am definitely in favour of oftleial intervention in the 
Forward Exchange market, it is not the object of this book to 
make out a case for such intervention regardless of the facts that 
could be quoted against it. Thus I have sought to present all the 
material facts, irrespective of whether they arc favourable or un- 
favourable to intervention. The reader will be in a position to 
judge for himself whether or not official operations in Forward J^x- 
changes are desirable. In the last chapter we gave details of a case 
in which official mani])ulation of forward rates was essentially 
successful. Tn the present chapter we shall examine a totally 
different case, in whi(;h intervention was essentially a failure : for 
experience of the Reichsbank’s Forward Exchange operations after 
the war does not exactly encourage ])clief in the utility and effective- 
ness of such operations in given circumstances. 

Before the war the attitude of the Keichsbank towards Forward 
Exchange dealings, in contrast to that of the Austro-Hungarian 
Bank, was one of strict neutrality. In fact the (jlerman Bank Act 
of 1875 made it unlawful for the Reichsbank and the minor issuing 
banks then operating to buy or sell for forward delivery. Although 
this law referred only to commodities and securities, it wtxs con- 
sidered to apply also to Foreign Excihanges. I<\)r this reason, in 
December 1919 Article 7 of the Bank Act was in part suspended. 
Article 6 of the new Act authorised the Reichsbank to deal in 
Forward Exchanges. Its text is as follows : “ Vp to December 81, 
1980, the Reichsbank is empowered for the j)urpose of me(;ting its 
own liabilities in foreign currencies, to buy Devisen for future de- 
livery and to resell for future delivery the Devisen bought for^that 
purpose The central committee of the Reichsbank was author- 
ised to suspend this article before it expired.^ 

' I-)r. Joachim V'ogel, Dfis ! devisen ter mi mjesch (if p. 4. 
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(2) 8AFEGUART)IJS(1 EXPOKTER.S AGAINST EXCHANGE RISK 

On the basis of this law tlie Rcichsbank embarked upon I^'orward 
Ex(;hange operations of a distinctly limited scope and of a distinctly 
one-sided character. It had undertaken to buy from Ocrman ex- 
porters the proceeds of their exports to be delivered at a future 
date. This was done partly through a (jurious system ol* issuing 
fictitious bills, the so-called ‘‘ Kurssicherungstraitcn These were 
bills issued by German exporters, not for acceptance or payment 
by the foreign importers, but solely for the purpose of being dis- 
counted at the Reichsbank. The latter paid (;ash at a lixcd 
exchange rate, so that the transaction was not really a b'orward 
Exchange operation but a discounting operation, oven though 
the Rcichsbank received no bills in the real s(Mise of tlui 
term. Such operations were conducted even before the altcu'a- 
tion of the Bank Act, and they hav^e been carried out even* 
since. Indeed, under the regime of stringent exchange restric- 
tions, which completely killed the Forward Exchange market in 
Berlin after 1931, these Kurssicherungstratten have remained the 
only means by which German exporters (;an cover their exchange 
risk. 

After the ])assing of the new law in 1919 the Reichsbank began 
to buy Forward Exchange from exporters for dates up to three 
months. According to Dr. V^ogel, the experience of the Reichsbank 
with this kind of forward transaction was highly unfav(mrablc. 
The bank adopted an essentially passive attitude towards ex])orlers, 
who were at liberty to unload their Forward Exchanges whenever 
this suited them. In practice this meant that the Reichsbank 
was certain to be Hooded with Foreign Ex(*hanges whenever the 
mark showed a tendency to recover. On the other hand, when- 
ever the mark tended to weaken, ex])orters jireferred, for obvious 
reasons, to abstain from surrendering their for(>igu currencies in 
advan(*e. Admittedly, exporters might make mistakes in antici- 
pating exchange movements and might sell their Foreign Ex(^hang(> 
to the Reichsbank at the wrong moment. On the whole, however, 
the chances were rather against the Reic^hsbank, and the result 
of its operations is understood to have been a heavy loss. In 
1920 its total losses on Foreign Exchange amounted to four milliard 
marks. Alt hough a large part of this may have boon due to losses 
on credits contracted in terms of foreign currencies, there can be 



362 


CENTRAL BANKS AND FORWARD EXCHANGE part vi 


no doubt that the Forward Exchange operations were in no slight 
degree responsible for it. 


(3) AN INADEQUATE ARRANGEMENT 

The Ileichsbank charged an insurance premium of 1 per cent 
per month for the Forward Exchange it bought from German 
exporters. During the early phase of inflation this was a very 
substantial percentage, which must have tended to discourage 
exporters from availing themselves of the facilities whenever they 
had no definite reason to suppose that the exchange would move 
against them. Subsequently, the charge was raised to 1 jier cent 
per half-month, while by November 1920 it had reached 3 per cent 
per half-month.^ Later on, however, with the development of 
an open Forward Exchange market, the Reichsbank reduced its 
charges, and from the middle of 1921 the premium was about | per 
cent per month for periods not exceeding six months. Provision 
was made for renewal of the forw^ard contracts if exporters were 
unable to deliver the foreign currencies by maturity. 

With the development of an open market for Forward Exchange 
in Berlin the Reichsbank’s arrangement lost much of its early 
significance, as exporters were often able to cover on more advan- 
tageous terms through the banks. Subsequently, when inflation 
attained a more advanced stage and when the depreciation of the 
mark became almost continuous, the whole object of the arrange- 
ment was lost, since exporters, far from being anxious to sell the 
proceeds of their exports in advance, endeavoured to retain them 
up to the last possible moment. 

Evidently, these operations by the Reichsbank after the war 
did not form part of the bank’s monetary policy, l^liey did not 
aim at influencing the trend of the market or the international 
movement of funds. According to Vogel, the main object was to 
cover in advance the Government’s Foreign Exchange recpiire- 
ments.2 The .secondary object of the arrangement was to assist 
export trade, though the cost of the facilities, as we have shown, 

^ For tho (lotai1.s of tho workinpf of this arranporaont seo Vo^ol, />w Deinmi’ 
termitvjeschdjl, p. 6. 

* Op. cit. p. 6. Vogt'l roroarks that oven this ond was not necessarily served, 
since exporters were very frecpiently unable to deliver tlie Foreign Exchange.*? by 
tho maturity dates and often found justification for backing out of tho contract 
altogether, so that tho Reichsbank never knew for certain whether tho exchanges 
bought would in fact be forthcoming in duo course. 
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was far too high. As for importers, they were left to fend for them- 
selves. No official arrangements were made to enable them to 
cover their Foreign Exchange requirements in advance. 

(4) NO FORWARD RATE POLICY 

During the early stages of inflation the lleichsbank’s arrange- 
ments may to some extent have helped to encourage foreign trade, 
but apart from this there appears to be very little which can be 
said in favour of the system. It did not materially assist in the 
development of an open Forward Exchange market, for this took 
place independently of the Reichsbank’s operations, on the initiative 
of leading private banks. The whole system lacked the subtlety 
and adaptability which were essential for its satisfactory working. 
There was not the least effort made to pursue a forward rate policy, 
in the sense of regulating the rates with a definite purpose in view. 
It must be borne in mind, however, that the German authorities 
after the war did not possess adequate experience and technical 
knowledge to enable them to make the best of tlie experiment. 
Nor were general conditions favourable to the operations. Even if 
the Reichsbank had possessed all the technical skill required for 
successful forward operations, it stood but little chance of succeeding 
amidst the disturbed conditions between 1920 and 1923. 

The Reichsbank itself became thoroughly discouraged by the 
unfix v^ourable results of its intervention. After the abandonment 
of the arrangement during the more advanced stages of inflation, it 
has since kept strictly aloof from Forward Exchange operations— 
apart froni the discounting of “ Kurssicherungstratten ” — in spite 
of the strong demand for active intervention that arose, for more 
than one reason, during the period of stability. 


(5) DR. srilACHT’s DILEMMA 

An interesting instance of the circumstances in which the 
Reichsbfink might usefully have resorted to Forward Exchange 
operations on the lines of those pursued by the Austro-Hungarian 
Bank two decades earlier, and by the Bank of hVance some montlis 
later, was provided by the experience of the German Black Friday 
of May 13, 1927. On that day credit restrictions were resorted to, 
giving rise to a heavy fall in the Bourse, and leading on June 10 — 
to an increase in the Bank rate from 5 to 6 per cent. The circum- 
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stances in which this policy of credit restriction was adopted were 
revealed on June 21 in Dr. Schacht’s evidence before the Committee 
appointed by the Reichstag to investigate monetary and credit 
problems. In the course of his evidence, Dr. Schacht complained 
about the heavy influx of foreign short-term loans — they amounted 
to some 800,000,000 reichsmarks within a few weeks during 
March 1 027 — tlie proc^eeds of which were used to bolster \ip specula- 
tive positions on the Bourse. Although Dr. Schacht claimed that 
in any case the tcclinical position of the Rcichsbank necessitated the 
special measures, their main object was evidently to bring about a 
liquidation of bull positions on the Bourse in order to reverse the 
influx of short-term funds, which Dr. S(ihacht considered to be 
dangerous. He held the view tliat, apart from encouraging specu- 
lation on the Bourse, such an influx exposed the reichsmark to 
risk of sudden selling pressure through the withdrawal of the 
foreign short-term deposits. On the other hand, in earlier evidence 
before the same Committee, he expressed fears that such an influx 
might force the Reichsl)ank to lower the redis(a)unt rate against its 
will. 

This was evidently a ease in which a forward rate policy might 
usefully have been adopted. The sterling and dollar deposits 
obtained abroad by Cerman banks were for the most part covered 
against exchange risk, and, since the forward rcichs?nark was at a 
discount, the (iost of covering increased the cost of the loan trans- 
actions. Similarly, when the loans were granted in terms of 
reichsmarks, the foreign lenders invariably covered their exchange 
risk, and were prepared to lend only if, after dedmjting the cost of 
the swap, the net yield on the transaction was sufficiently tempting. 
Throughout that period the discount on forward rei(*hsmarks was 
not nearly wide enough to offset the differeru^e between money rates 
in Cermany and abroad. In other words, the foi’ward reichsmark, 
even though at a discount, was perceptibly overvalued ; although 
it was in the vicinity of its discount rale ])arities, the interest rates 
paid by Cerman banks for dollar and sterling deposits, and especially 
for reichsmark deposits, were well above the market rate of discount 
i!i Berlin. The cost of covering the exchange risk was thus uiululy 
low. Had the Reichsbank resorted to intervention for the j)urpose 
of deliberately widening the discount on forward reichsmarks, it 
would have increased the cost of borrowing abroad and would have 
discouraged the influx of funds. There would have been no need 
to resort to swap transactions, for these would have involved a 
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reduction of the Foreign Exchange reserve or the raising of credits 
abroad. It would have been sufficient to sell forward reichsmarks 
outright. This would liave involved no risk for the Reichsbank, 
sin(je an appreciation of the Reichsmark above gold import point 
was out of the question. 


(6) FORWARD REICHSMARKS UNDER OODD POINT 

Another instance in which the adoption of a forward rate policy 
might have been worth considering arose towards the end of 1930, 
when the discount on the forward reichsmark became rather wide, 
partly because of the high interest rates prevailing in Germany, 
but largely in consequence of the pessimism caused by the National 
Socialists’ progress at the General Election of September 1930. Even 
when the spot reichsmark depreciated to gold export point, the 
forward reiclismark remained at a substantial discount and was 
therefore considerably beneath gold export point. ^ The reason 
for this was that, although the gold standard appeared to have been 
safely established in Germany, there was some doubt in the minds 
of many people whether the Reiclisbank would always be in a 
position to allow a free outflow of gold and thus to maintain the 
reichsmark at par. For this reason there was a limit to the extent 
to which foreign dealers were prepared to carry open position in 
reichsmarks, even when the forward rate was actually under gold 
export point. Whenever an adverse change in the trade balance 
or an outflow of capital brought the spot reichsmark to gold export 
point, the forward reichsmark depreciated materially below gold 
export point. Oonsequcntly, Cilerman importers who covered their 
exchange requirements in advance were penalised by unfavourable 
forward rates. It was therefore suggested that the Reichsbank, 
in addition to holding the spot rate at gold export point, should 
intervene in tluj Ibrward market and prevent the depreciation of 
the forward rei(^hsmark below gold export point by selling forward 
currencies whenever nc(?cssary. Apart from their value to German 
importers, such measures were advocated also as a means of re- 
taining foreign short-term capital in Germany. Foreign lenders 
in 1930-31 found it at times too costly to cover their exchange 
risk owing to the depreciation of the forward reicdismark below its 

' 1 diseussod in dcfail tliia finonialous jjosition in an ariicla in tlu* March lt)dl 
i.ssuo of tlio Econotnic •loiirnal, ontitlotl “ Hcceiit Ghanj^cs in tlu* laaalfHi (»old 
Market ” (p. (»4) ; and in iny hook International Oohl Movenienlfi, 2iul od., pp. 1 16- 
120 . 
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Interest Parities. It was pointed out that an official intervention 
to support the forward reichsmark would have had the dual 
advantage of reducing the interest rates at which foreign banks 
were prepared to lend to German banks in terms of reichsmarks 
and of cheapening the cost of imported raw material.^ 

The Reichsbank, however, was not prepared to fall in with these 
suggestions. Under the existing banking legislation it was im- 
possible for the licichsbank to undertake Forward Exchange 
transacjtions, as the authorisation given by Parliament in 1919 was 
subsecjuently withdrawn. In some quarters it was also feared that 
an artificial appreciation of the forward reichsmark might lead to 
an excessive influx of short-term funds and might encourage over- 
lending and speculation. According to Herr Waldenburg,^ if the 
forward reichsmark depreciated below gold export point there was 
no need for German importers to cover their h\u*eign Exchange 
requirements. If they did so nevertheless, the unfavourable rate 
was “ a punishment for their publicly manifested distrust in the 
currency In fact a nuiiiber of importers left their exchange 
commitments uncovered when the forward reichsmark was below 
gold export point, and the cost of forward covering thus saved 
constituted a kind of premium reserve against the risk involved. 
Herr Waldenburg goes so far as to say that the Reichsbank, had it 
decided to intervene, should have operated in the opposite direction 
to tliat suggested ; instead of reducing the discount on forward 
reichsmarks, the authorities, according to him, should have widened 
it ; instead of rewarding and encouraging distrust in the stability 
of the currency they should have penalised it. Neither of these 
opposing suggestions was, however, adopted, and the Reichsbank 
retained an attitude of strict neutrality towards the Forward 
Exchange market. 


(7) OTHER CENTRAL BANKS’ COMMERCIAL FORWARD OPERATIONS 

The Reichsbank was by no means the only institution whi(;h 
after the war undertook Forward Exchange transactions for the 
purpose of relieving exporters of the exchange risk. Similar 
arrangements were made at one time or other by several con- 
tinental central Banks, especially by Central European authorities, 

* Goorg Waldenburg, “ Dio Kursaichorung iin Dovisen>Tortiiingosohafl ”, Die 
Bank, Dec. 6, 1930, p. 1881. 

* Op. dt. p. 1883. 
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which showed more inclination to adopt an active attitude towards 
Forward Exchange than did the authorities in other parts of the 
world. In Czechoslovakia, for instance, l)efore the establishment 
of the National Rank, the Government Ranking OlHcc was pre- 
pared to buy Foreign Exchange for forward delivery. In other 
instances, Forward Exchange operations undertaken by the mone- 
tary authorities in the interests of foreign trade were not confined 
to the buying of exchanges originating from export trade. The 
importers were also looked after, the autliorities enabling them to 
cover their requirements in advance. In countries with exchange 
restrictions, such arrangements were particularly beneficial to 
import trade. 

As I have already pointed out, such activities do not constitute 
measures of monetary jiolicy. Their scope is not very ambitious, 
but in so far as they provided Forward Excjhange facilities for 
foreign trade when such facilities were not otherwise available, 
they were none the less helpful. 



CHAPTER XL 


EXPERIENCE IN DEFENSIVE INTERVENTION 

(1) THREE SCHOOLS OP THOUGHT 

The experience of the Austro-Hungarian Rank, the Austrian 
National Rank, and tlie Rank of France in the sphere of Forward 
l^xchange provides examples of official intervention in the Forward 
Exchange market for the purpose of deliberate monetary policy. 
The experience of the Reichsbank and other monetary authorities 
provides examples of intervention with the object of meeting the 
requirements of foreign trade. The present chapter will discuss 
some examples of official intervention of a third type -intervention 
in the interests of the defence of the currency against an acute 
attack. Although, strictly speaking, such measures form part of 
the monetary policy of the countries concerned, they differ from the 
Forward Exchange operations undertaken by the Austrian, Freiu^h, 
and other monetary authorities in that they do not aim at in- 
fluencing internal money rates or the movements of funds. They arc 
merely ta(;tical devices for the purpose of fighting bear speculat ion 
against the national currency. 

Upon the question of the attitude of Central Ranks towards 
Forward Exchange in face of an attack on the national currency, 
there are four main schools of thought among theoretical and 
practical experts. According to the first, the attitude of the mone- 
tary authorities should be one of complete neutrality towards 
Forward Exchange. They should confine their activities to spot 
exchange. Opponents of the “ neutral ’’ s(ihool fall into two cate- 
gories. According to the one, intervention by the monetary 
authorities in the Forward Exchange market should aim at sup- 
porting forward rates at or above their I nterest Parities. According 
to the other school, the object of official intervention in the Forward 
Exchange market should be to discourage bear selling by making 
its cost prohibitive. This can be achieved by artificially depreciat- 
ing the rates well beneath their Interest Parities. The most extreme 

:m 
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school favours a complete prohibition of speculative operations in 
Forward Exchanges.^ 


(2) FKKNOJl rJXPEiUENCli: IX SUPPORTINO KOHWAllD RATKS 

The experience of the post-war (uirreiKy fliK^tuations, as well as 
recent experience, provides examples of every kind of defensive 
intervention. Between 1024 and 1020 the Fnaich Treasury under- 
took Forward Exchange operations on a large scale. In its efforts 
to mop up the francs in the international market and tos(|uee/c the 
bears, it bought forward as well as spot francs on v^arious occa- 
sions. On the occasion of the famous bear sciuee/e of March 1024, 
M. Poincare (jonfined his operations to spot francs, but on various 
subsequent occasions the French authorities were understood to 
have operated extensively in forward francs also. In the absence 
of adccpiate information upon the details of these operations, it is 
diflicult to ascertain the extent to which they influenced the tend- 
ency of the exchanges (joncerned. The interventions did not lead 
to decisive results, but beyond doubt they did contribute tow^ards 
bringing about the bear covering which was their object to sccuire. 

Admittedly, the same object could have been attained also by 
buying spot francs on a more extensive scale. But there were two 
advantages in buying forward frames first, the Forw ard Exchange, 
being at a substantial discount, was cheaj)cr ; and secondly, the 
decline of tlu^ stock of Foreign Exchange through the supporting 
operations was deferred to a future date. The operations compelled 
sellers of forward francs to cover, and thus led to buying pressure on 
both spot and forward rates. 

It is an open (piestion whether the bear st|uccze carried out by 
means oi‘ operations in Forward Exchange was on balance more 
cllective than a (corresponding increase of operations in spot 
exchange would have been. After all, if the spot exchange began 
to appreciate, those who had short positions would hasten to 
cover in any case, so that the eifect would tend to be as j)ronounc.cd 
as if the authorities had bought Forward Exchanges wdiich had to 
be delivered on maturity. Moreover, intervention in the s])ot 
market ])rodu(ces an immediate and dramatic effect instead of a 
gradual and deferred one. 

^ 'riio attitmlo of those various scliools is (liso\issod in detail in chap. xxiv. of my 
book MoHvfttrt/ Ih’Jortn in Tlwort/ and Practice (Ke^ao Paul, London, 1939), [>. 186 
ef setj. 

2 u 
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(3) TKE ITALIAN EXPERIBI^CE OF 1925-26 

It is believed that during 1925 and 1926 the French authorities 
intervened in the Forward Exchange market by means of both out- 
right and swap transactions. Very little has been written about 
the teciinical details of those operations or the policy behind them. 
On the other hand, we are fortunate in possessing some information 
regarding the swap oi)erations undertaken by the Italian Treasury 
in 1925-26. In Chapter XXXVIll 1 briefly examined these 
operations in order to decide whether they could be regarded as 
constituting a forward rate policy. 1 then pointed out that it 
seems probable that the sole object of these swap transactions was 
to enable the Italian Treasury to support the spot lira witliout 
thereby diminishing its stock of Foreign Exchange. Professor 
Dcmaria describes this manoeuvring in some detail in his book / 
Sagtji (li Eiporto e (H Deporto della Lira Italiana a Londra dal 1921 
al 1928.' Instead of endeavouring to squeeze the bears by buying 
forward lire, the Italian Treasury in Heptember 1925 adopted the 
tactics of buying spot lire and selling forward lire. The idea of 
buying spot lire was of course to mop up the lira supply in the 
international market and thereby to support the spot rate. The 
simultaneous sale of forward lire pursued a dual object. In the 
first place it enabled the Treasury to make good the depletion of 
its l^'oreign Exchange supply caused by the spot operations ; even 
though it had to part with Foreign Exchange, when the forward 
contracts matured it recovered the amounts thus temporarily relin- 
quished, The second obje(;t, according to Demaria, was to compete 
with the bears in selling forward lire so as to increase the cost of 
speculation. Later in this chapter we shall encounter a somewhat 
similar policy adopted some ten years later by the Dutch authorities 
in their defence of the guilder. 

Since the forward lira was at a fairly substantial discount 
throughout the period concerned, the swap transactions resulted in 
a considerable net loss to the Italian Treasury. And since the 
turnover was by no means negligible, the total spent on these 
operations must have been substantial. Banking circles in London, 
where a very large proiiortion of these official swap operations were 
carried out, were puzzled to no slight degree by the freedom with 
which the Italian Treasury gave away large amounts in the form of 

* 8eo uls<j ProfoHSor Doinaria’s articlo in the Hivista Internazionale di Scienze. 
Soziali of Novoinbor-Docembcir, 1928, pp. 143-14C. 
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swap margins. In Italy, however, the view was held that the 
amount thus lost was well spent. There can be no doubt that the 
monetary authorities feel more at liberty to allow their stock of 
Foreign Exchange to decline in support of the spot exchange if they 
hold tlie counterpart thus spent in the form of forward contracts by 
which they will recover their loss within three months. 

The cpiestion is whether selling pressure on the forward lira did 
not annul the buying pressure on the spot lira, by giving rise to an 
outflow of funds through profitable interest arbitrage transactions. 
But, whether or not this was so in this particular instance, it is clear 
that if the arbitrage outflow is minimised by exchange restri(ttions, 
then the whole policy will be beneficial to the spot rate. Otlier- 
wisc, as we shall sec in the case of Holland, the policy is largely futile. 

(4) THE BRITISH EXPERIENCE OP 1031 

When, during 1025 or thereabouts, the Italian and French 
authorities intervened in tlio Forward Exchange market to light 
speculation, the spot lira and franc were exposed to very wide 
fluctuations. We must now iiKpiiro, therefore, how the argument 
for or against intervention is modified when the movement of the 
sj)ot exchange is confined to narrower limits, either through the 
operation of the gold standard or through tlie mainlenan(;e of its de 
faclo stability by official intervention in the spot market. Vrom 
tliis j)oint of view an examination of the Rritish experience of 11)31 
is especially interesting. During August and September 1931 the 
British authorities sought to jiiaintain sterling, in face of a sweeping 
flight of capital, by means of dollar-franc credits obtained to an 
amount of £130,()()(),()00. The authorities (jarried out operations in 
the spot market. At the same time they were also understood to 
have operat( 5 d, at times fairly extensively, in Forward Exchange. 
The persistent selling j)ressure on sterling tended to keep the spot 
rate around gold export point, and since interest rates in London 
were higher than in Paris or New York, forward sterling tended to 
go to a fairly substantial discount on an interest basis. 

Admittedly, in normal conditions, when there was adequate 
confidence in the stability of sterling, the higlicr interest rates pre- 
vailing in Ijondon would not in themselves have caused forward 
sterling to go to a dis(*()unt. Many merchants as well as arbit- 
rageurs would have preferred to leave the exchange uncovered 
rather tlian cover under gold point, for they would have assumed 
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that when their liabilities matured they would always be in a 
position to sell spot sterling at gold point or better. But when 
there was distrust in the stability of sterling this rule no longer held 
good. Even before the panic of August-Septeinber 1931 there were 
instances in which distrust in sterling led to a depreciation of 
forward sterling below gold export point.^ Had the authorities 
allowed forward sterling to lind its own level during the summer 
of 1931 it is certain that it would have gone to a very substantial 
discount. Instead, the authorities prevented forward sterling from 
declijiing materially below gold ])oint, by raising spot sterling above 
gold point and ai'tilicially reducing tlie discount on lorwai'd sterling, 
esj)ecially in relation to the dollar.^ 


(5) LESSORS S OF BRITISH EXPERIENCE 

It is reasonable to suppose tliat one of the objects of the manipu- 
lation of forward sterling in 1931 was to divert pressure fron) the 
spot to the forward market. Mad forward sterling b(*eii allowed 
to depreciate below its Interest Parities through specailative selling, 
considerable (H)vered dollar balan(*es would have been withdrawn 
because it would have ceased to be prolitable for their owners to 
keep them in London. The alternative would have been to rais(^ 
tlie Bank rate furtlier in order to compensate foreign holders of 
sterling balances for the higher cost of covering the exchange risk, 
but in doing so tlu; authorities would only have aggravated the 
panic. Since the Forward Exchange operations constituted the 
alternative to raising the Bank rate, from this point of view they 
came within the category of Forward Exchange operations for the 
pur])ose of monetary policy, a fact which shows that Forward F^x- 
change policy can fulfil more than one object at the same time. 
Nevertheless it cannot be suggested that the operations und(u*taken 
in 1931 wore pursued with the broader object in mind, or that they 


^ 1 (liscussod this technical [)osition in an article in th(i March 11)31 issue of the 
Kconoinif' J oiirnal. 

As I pointed out in iny Trayetftf of the Pountl (Ke^an Paul, J^ondon, 11)32), 
pp. 1)4-115, possibly the object of theso tactics was to conv(\y the iinprt'ssion that 
there was confidence in th(^ jjrospeels of .sterling. It is also eoneeival that tln> 
authorities aimed at frightening hears into <*overing and produeing a Ix ar s(jneeze 
on a modest s<'ale by intiicting loss upon those who had sold sterli ig forwartl 
when the forward rale was under gold export point. The actual effect ►vas in fact 
tho opf)o.sito of what it was intended to be. The faet that forward d .)llnrs were 
obtainable at an nndnly low premium encouraged the demand for the i and thus 
increased tho pressure on sterling rather than reduced it. 
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were inspired by Mr. Keynes’s proposals. Mr. Keynes emphasised 
that the proposed technical measures could bo effective only if 
pressure on the currency conc^erned was not duo to any fundamental 
disequilibrium or sweeping flight of capital. In \\m there was a 
fundamental disequilibrium working against sterling, which was 
considerably overvalued, and at the same time there was a panic 
flight of capital on a scale that was entirely without precedent. In 
face of such sw(?eping pressure, the application of technical devices 
was a mere pill against an earth(iuake. 

In any case, fear of a depreciation of sterling was by no means 
the sole reason for the wholesale withdrawal of bank balances. 
The Central European banking crisis, and the exaggerated views 
about the extent to which London was involved, led to a wvave of 
distrust on the part of foreign holders of sterling in the security 
of their deposits with London banks. Such holders would have 
withdrawn their balances even if they had had adequate safeguards 
against loss through a depreci'ation of sterling. The dcgiee of 
distrust was such that many foreign holders of sterling wnuld not 
have considered forward contracts an adecpiatc safeguard against 
loss. It w'as feared that in the event of a major banking crisis 
those contracts w^ould not be (tarried out. As is well known, 
(healers are prepared to take forward (ornmitFiionts only up to 
certain limits for every name. These limits w^ould have been 
roaclK'd long before all the hitherto un(a)vered London balances 
had been (;overed. Thus, notwithstanding the attractive forward 
rates at which thanks to olTicial intervention in the Eorw^ard 
Exchange market short-term sterling investments (*ould be re- 
moved, a, suflicient amount of foreign balances was withdrawn to 
exhaust within a few' weeks the resources •«xvailable for the defence 
of sterling. 

(b) OIM’OIITIJMTI WS roil HVVrKSSVV], DKI^ PENSIVE I NTKRV KNTION 

The British experience of 1031 is not exactly an encouraging 
example of the working of official Forward Exchange operations 
in defence of a stable currency against S 2 )eculative attac^k. This 
does not necessarily mean, how'cver, that su 2 ) 2 )ort for the Foiwvard 
Exchange is ahvaj^s undesirable or useless as a defence against such 
an attack upon a stable currency. Indeed, during the years that 
followed the depreciation of sterling, there would have been ample 
opportunity for the countries of the Gold Bloc to make beneficial 
use of this technical devicjo. When the forward franc wont to a 



374 CENTRAL BANKS AND FORWARD EXCHANGE pabt vi 

spectacular discount during 1935-36, it would have been beneficial 
for the French authorities to intervene in the Forward Exchange 
market. Not only would they have secured a substantial profit 
at the expense of speculators who were prepared to sell forward 
francs at a discount of anything up to 60 per cent per annum, but 
would also have effectively penalised and discouraged them. 

When the spot rate is more or less stable it is only by causing 
a contraction of the forward discount that bears can be penalised. 
In 1924-26 the French authorities had the means to intimidate 
bears by moving the spot rate against them ; ten years later they 
were not in a position to do so except to a very limited degree. For 
this reason they ought to have resorted to the weapon of squeezing 
bears by means of Forward Exchange operations. Admittedly, 
from time to time the discount on forward francs contracted sud- 
denly and substantially, even in the absence of official intervention 
in the Forward Exchange market, through the temporary return 
of confidence after some reassuring statement or reassuring action 
calculated to allay fears of early devaluation. The contraction 
of the discount, however, could have been brought about much more 
effectively and at more opportune moments by means of official 
intervention. Among the (Central Banks of the former Gold Bloc 
countries, only the Swiss National Bank is known to have oj)crated 
in Forward Exchange during 1935 36 prior to the devaluation of 
the Gold Bloc currencies. Admittedly, its occasional forward 
operations did not save the Swiss franc from eventual devaluation. 
Nor is there any reason to suppose that, had the Bank of France 
resorted to similar tactics — or, indeed, to any kind of tacticis — it 
would have been possible to avoid devaluation. Although the 
defence would have bee» more efficient, it would have colla])sed 
under the inexorable jiressure caused by the substantial over- 
valuation of the spot franc;. 

After the devaluation, the French authorities changed their 
tactics. They no longer kept aloof from the forward market; 
during November and December 1936 they frequently intervened, 
supporting the forward franc. On one or two occasions minor bear- 
squeezing operations were carried out, but for the most part official 
intervention aimed at preventing the discount from widening to an 
extent at which it would have inspired distrust in the franc. On 
the whole this intervention in the forward market was not very 
effective, as it was conducted rather half-heartedly. 
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( 7 ) ARTIFICIAL LEPRECIATIOX OF FORWARD RATKS 

Examples of deliberate intervention to depreciate a Forward 
Exchange below its natural level are not numerous. Such a deprec^ia- 
tion, of course, is often caused unintentionally by measures designed 
to increase the cost of borrowing in the country whose currenev 
is attacked. The alternative to selling Forward Exchange is to 
borrow in terms of the currency concerned and to sell the spot 
currency thus obtained. At times of spc(;ulative attacks on a 
currency it is usually much cheaper to go short by such method. 
If, however, this alternative is made more difticiilt or prevented 
altogether as far as foreign speculators are concerned the result is 
inevitably an increase of the pressure on the Forward Exchange, 
and the dis(!ount tends to widen. This policy has been pursued by 
a large number of Central Banks since the crisis, in parti(mlar by 
the Bank of France, and by the Italian authorities. 

In some instances a formal embargo on lending to foreign 
borrowers is imposed, while in other instances the monetary authori- 
ties seek to achieve the same end by restricting credit internally, or 
by merely requesting the banks to abstain from granting credits to 
speculative borrowers. In all these cases the depreciation of the 
Forward Exchange is merely incidental, and in some instances it is 
not even viewed with favour by the authorities whose measures are 
partly responsible for it. They do not always realise that they 
cannot cat their cake and keep it. It is impossible to restricit 
lending to foreign borrowers, and to speculation in general, with- 
out causing a widening of the discount on the Forward Exchange. 

(8) NETHERLANDS RANK’s TA(.TK\S 

Some (Central Jhinks have gone much further with this ])oli(\v of 
causing artificial depreciation of the Forward Exchange. The 
Netherlands Bank, for instance, whenever there was a speculative 
attack on the guilder, usually brought pressure to bear upon the 
Dutch banks to induce them not to buy forward guilders from 
foreign sellers excej)t in cjonnecition with genuine commerca’al trans- 
actions. The idea is that in the absence of an adequate Dutch 
demand for forward guilders the discount is bound to widen, so that 
the cost of bear operations eventually becomes prohibitive. 

The policy of deliberately depreciating the Forward Exchange 
is based on a mistaken view of the role of speculative forward 
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operations among the causes of a selling pressure on the spot rate. 
Those who believe in this policy assume that if the cost of speculative 
selling of the national currency can be made prohibitive, then the 
selling pressure will come to an end. They overlook the fact that, 
by widening the discount on Forward Exchange, they encourage 
the pressure on the spot exchange caused by the transfer of funds 
through interest arbitrage. Obviously, if forward rates arc made 
to depreciate well beneath their Interest Parities, it becomes highly 
profitable to transfer short-term funds abroad with the exchange 
(jovered. The higher the degree of undervaluation of forward 
rates compared with their Interest Parities, the bigger the profit on 
such interest arbitrage, which could then be stopped only by means 
of exchange restricjtions. In the circumstances, the deliberate 
widening ol' the Forward Exchange dis(?ount, to a point at whi(!h it 
becomes prohibitive for specailators, simply results in a transfer of 
the pressure from the forward to the spot exchange — a very un- 
favourable result indeed. As \ have stated earlier in this chapter, 
exchange restrictions might mitigate the pressure on the spot 
exchange caused by interest arbitrage transac^tions thus stimulated. 
But there were no such restrictions in Holland in 1935. 

It is true that in Holland the specailative attack, nevertheless, 
came to an end every time the authorities resorted to this device of 
widening the discjount on forward guilders. Thosc^ who corujludc, 
however, that this proves the elTectiveness of the device are guilty 
of the fallacy of po.st hoc ergo jyropfer hoc. The attacks on the guilder 
came to an end because their cause usually a political crisis, or a 
heavy flight of Dutch capital - (;amc to an end, and because the 
Netherlands Bank proved to be strong enough to withstand the 
drain while it lasted. In all pro))ability such attacks would liavc 
come to an end even if the Forward Exchange had not been made to 
dej)reciatc, just as they did in Switzerland, where no such devi(;es 
were employed, and where the authorities aimed at keeping the 
forward discount artificially narrow instead of clausing it to widen. 


(9) EMUAROO ox spe(m;lative forward exohange transactions 

Post-war limtJicial liistory provides many examples of official 
intervention in the form of complete prohibition of speculative 
operations in the Forward Exchange market. Indeed, during the 
early post-war years the authorities in various countries were 
inclined to regard Forward Exchange as essentially and inevitably 
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speculative, and imposed a ban on Forward Exchange operations 
even in cases where they would have served the requirements of 
genuine commerce. It was because of this attitude that the 
Brussels and Genoa Conferences passed resolutions (Huidemning 
restrictions upon Forward Exchange activity. Nevertheless, almost 
every Government whose currency was endangered resorted to a 
restriction of Forward Exchange operations. In (huinany in 15)22 
they were prohibited except in the form of forward sales of one 
foreign (mrrency against another. In France, Italy, Belgium, etc., 
similar measures were adopted, in more recent years, abnormally 
stringent exchange restrictions have in many cases killed the local 
Forward Exchange market altogether. Needless to say, none of 
these various prohibitions prevented the development of speculative 
ibrward markets abroad in the currencies concerned. 

1’he most outstanding example of this form of ofliicial inter- 
vention in the Forward Ex(;hange market is the unofficial embargo 
on speculative Forward Exchange operations which was imposed 
during the summer of 1935, by agreement between a number of 
countries — iiu^Iuding Great Britain — in whic^h no exchange restric- 
tions existed. The objecjt of this embargo was to assist France and 
other countries of the Gold Bloc in their tight against bear specula- 
lion in their currencies. The extent to Avhich the embargo was 
made (^tfc^ctive varied from country to (country, but it is safe to 
assume that in London, where banks as a rule arc more inclined to 
obey official hints than in other markets, it was more eirective 
than elsewhere. 


(10) LOOrilOLES IN THE EMRAIUiU 

This does not moan, however, that the (mibargo was elTective 
even in London. Very i‘ar I'rom it. Indeed, the unofficial embargo 
left innumerable loopholes, and its ap])lications and interpretations 
vai’ied widely from bank to bank. For one thing, if the client of 
a bank stated that the Forward Exchange operations he wished 
to carry out were of a genuine commercial nature, tlie banker would 
not as a rule doubt his client's word. As for orders received from 
other banks, national or foreign, the (juestion whether they wen; 
“ genuine (‘ommercial was not even asked. Thus there was 
ample scope for circumventing the embargo. Nevertheless, it was 
by no means entirely inelTective, for it made the opening of bear 
accounts more difficult. ForwTird operations were lU) longer carried 
out for strangers oi* for individuals knowm to be professional specu- 
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lators, at any rate not by first-class banks. Moreover, the existence 
of unofficial restrictions discouraged bears, owing to the uncertainty 
of whether they would be able to renew their positions in three 
months’ time. It is therefore safe to assume that the unofficial em- 
bargo on Forward Exchange transactions, although it did not stop 
speculative operations, materially reduced the volume of activity in 
the Forward Exchange market. Needless to say, when the prospects 
of an early devaluation of the franc or of other gold currencies 
suggested the chance of making a good profit, the unofficial embargo 
did not prevent a sudden burst of speculative activity. 

Until the spring of 1936, London was practically the only market 
in which the unofficial embargo on speculative Forward Exchange 
transactions was taken more or less seriously. In May 1936, how- 
ever, Frencdi banks were emphatically requested by their authorities 
to refrain from dealing in Forward Exchanges, and generally 
speaking they complied with the request to a considerable degree. 
Although French banks are not as rule very disciplined, in this 
instance the steady withdrawals of their deposits made them 
dependent upon official support to such an extent that they con- 
sidered it expedient to make an effort to comply with the official 
wish, even though it had not the force of law. In Switzerland the 
unofficial embargo on speculative Forward Exchange transactions 
was reinforced by law in June 1936. Severe penalties were enacted 
against those who disregarded the restriction. 

On the whole, it may be said that defensive intervention on the 
part of Central Banks during recent years has mainly taken the 
form of discouraging speculative forward selling, either by making 
it more expensive for speculators or by dissuading or preventing 
banks from undertaking such operations on behalf of their clients. 
For the most j)art, intervention has been entirely passive and 
negative, in accordance with the attitude adopted by the pre- 
dominant majority of Central Banks, which are inspired by a feeling 
of strong hostility towards Forward Exchange operations and fail 
to realise the useful purpose that such operations can serve. 



CHAPTER XLI 


INTERVENTION FOR COMMERCIAL PURPOSES 

(1) NEED FOR OFFICIAL FACILITIES 

In any examination of the case for tand against intervention it is 
essential to distinguish between operations undertaken for com- 
mercial and for monetary purposes. I f this distinction is not drawn, 
intervention for the benefit of trade might be rejected simply 
because c5onservative Central Banks are generally opposed to the 
use of Forward Exchange for the purposes of their monetary policy. 
Whether or not they are right in refusing to consider intervention 
in the Forward Exchange market for monetary purposes, the case 
for intervention for (commercial purposes deserves a hearing. 

It is sometimes argued that the necessity for intervention in 
order to improve existing Forward Exchange facilities is not so 
strong today as it was during the early j^ears of post-war currency 
chaos. This may be true in countries where dealing in Foreign 
Ex(jhanges is free, but it certainly does not hold good in countries 
where Foreign Exchange operations in general, and Forward Ex- 
change operations in particular, are subject to restrictions. J^ct 
us consider, first of all, the case of countries which have no exchange 
restrictions. Admittedly, Forward Exchange facilities in the head- 
ing currencies have improved considerably since the days when Mr. 
Keynes and the Genoa Conference pleaded for olficial intervention 
for commercial purposes. From the commercial point of view, 
there is now no need whatsoever for any intervention in st(^rling, 
dollars, French francs, Swiss francs, Dutch guilders and belgas 
for periods up to three months. Individual initiative provides 
all that is recpiired in this respect. It is also possible for 
merchants to obtain quotations in these currencies for longer 
periods than three months, up to six montlis, as a matter of negotia- 
tion. Nor is there any difficulty in buying or selling for forward 
delivery Scandinavian currencies, Portuguese escudos, Canadian 
dollars, and the major Jiatin- American and Eastern exchanges. 
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In all these cases there is no free market proper, but the possibility 
of obtaining reasonably good quotations as a matter of negotiation 
removes the necessity for official intervention. 


(2) S(X)PR OF INTERVENTION IN FREE MARKETS 

This does not mean, however, that in countries with a free 
k\)ieign Exchange market there is no case for commercial inter- 
vention. Indeed, official action may justly be sought on the 
following grounds : 

1. To provide Forward Exchange facilities in currencies which 
have no adequate forward market in the major Foreign Ex- 
change markets. Such currencies arc most Central and 
Eastern European currencies and the minor fjatin- American 
cx(;hanges, which never had a good forwai*d market in any 
of the Wester n European centres or in New York. In addi- 
tion, a number of exchanges which in the past had good 
forward markets can no longer be dealt in for forward de- 
livery, owing to exchange restrictions or internal troubles. 
Such exchanges are the reichsmark, the lira and the peseta. 

2. To ])rovide forward fa(;ilities for periods exceeding three 
months. In this res])ect, facilities even in the major rur- 
renc^ios leave much to be desired. Possibly the absence of 
adccpiato markets in forward dollars, sterling and francs for 
periods between three months and six months, and the almost 
complete absence of any market between six months and 
twelve months is due to the absence of regular demand for 
such fatalities. But the absence of demand is largely due 
to the assum])tion that such fatalities are unobtainable. In 
some instant*es whit;h have come tt) my notita^, even large 
firms with an extensive international business have refrainetl 
frt)m trying to obtain quotations beyond three months simply 
because they took it for granted that this was impossible. 

(3) SIfOCIJ) MONETARY AUTHORITIES ASSUME EXUllANOE RISK i 

The (luestion must be asked, however, whether it is to the 
advantage of the community as a whole that the Governments or 
the Gentral Banks should take tlie risk involved in undertaking 
operations cither in curren(;ies for which no adequate forward facili- 
ties exist or in currencies for which no long-term facilities exist. 
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The opponents of intervention may reject the idea on the ground of 
their general dislike of official meddling with private biisiTUiss, or on 
the ground that the authorities have no right to risk the taxpayers’ 
money. This is not the place to discuss the first objection, wliich 
raises the whole broad (luestion of interventionism v. laissez- 
faire, It is, however, necessary to point out that, rightly or wrongly, 
the present tendency is towards an increasing degree of intervention 
in the sphere of Foreign Exchange, as in most other economic and 
financial spheres. This may distress the orthodox school, especially 
as the Foreign Exchange market has always been considered as 
being, above all others, the sphere in which individualism should 
be allowed free ])lay . This is no longer so. The world trend towards 
intervention has not avoided this hap[)y hunting-ground lor 
individualism, and the authorities now^adays interfere with ex- 
changes in various ways. 

The objection to (jommercial intervention on the ground that it 
might result in a loss to the taxpayer must be considered from the 
point of view of whether the risk taken is outweighed by tlu^ advan- 
tages secured for trade. Admittedly, if the authorities IxM^ame 
possessors of substantial amounts of levas, drachmas, pesetas, etc., 
they might from time to time have to write down losses on those 
assets, especially as it is only at times when the currenci(\s are 
ex])ected to dejneciatc that merchants would sell them to the 
authorities for forward delivery, so that the dice are distinctly 
loaded against the authorities. In fa(;t, we saw in duipter XXXI X 
that the experience of the Rei(‘hsbank in the s])here of commercial 
intervention after the war was anything but favourable. Xotwith- 
standing this, in given circumstances the provision of such facilities 
may ap])ear a desirable way of stimulating export trade. To that end 
the (Jovernments of most countries are prepared to impose sacrifi(*es 
upon the taxpayers by granting direct or indirect. ex])ort subsidies 
or by assuming part of the risk by means of export credit insurance. 
Jn Oreat 'Britain the idea of ex])ort subsidies has not so far been 
adopted, but since the war the (Jovernmeiit has undertaken to 
guarantee loans and credits to finance exports ; to insure the risk 
of default on the part of foreign debtors ; and, more recently, to 
guarantee the transfer into sterling of the amount paid by foreign 
debtors. All these various forms of assistance have at times 
resulted in losses, but it was worth while to bear them for the sake 
of the stimulus to export trade. 
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(4) OPERATIONS IN “ EXOTIC ” CURRENCIES FOR THE BENEFIT OF 
EXPORTERS AND IMPORTERS 

The principle that the Government should make sacrifices and 
take risks for the sake of stimulating exports is well established. 
The only question is whether the taking of risks by buying “ exotic ” 
currencies for forward delivery is calculated to afford as great a 
benefit to trade as tliat derived from these other methods of Govern- 
ment assistance. The answer varies from country to country, ac- 
cording to the degree of the risk and the extent of the commercial 
interests involved. It should be examined carefully in each indi- 
vidual instance, and the rules adopted should be changed as 
frequently as changes in the situation dictate. 

Let us now consider the case for and against selling exotic 
currencies forward to meet the requirements of importers. Tn 
most countries, importers are treated as step-children in the com- 
munity of those engaged in foreign trade ; yet, in order to be able 
to export, it is necessary to import. Occasions may arise in which 
(jonsiderablc savings may be effected in the acquisition of raw 
material if the importers are in a position to meet the foreign 
exporters’ insistence on the price being fixed in his currency. In any 
case, the sale of exotic currencies for forward delivery enables the 
authorities to unload the currencies bought from exporters, and it 
is desirable to create a market wliich operates in both ways. In 
some instances, official selling for forward delivery in excess of the 
amount bought forward involves a risk, owing to the possibility of 
an appreciation of the currency concerned. Here again, as in the 
case of oi^erations for the benefit of exporters, the attitude of the 
authorities should be determined according to (;ircumstanccs. 


(5) FORWARD FACILITIES FOR LONG PERIODS 

In the purchase and sale of major currencies for forward delivery 
for long periods, the element of risk is not nearly so great as in 
official operations in exotic (mrrencies. In normal conditions, the 
authorities would bo in a position to cover their commitments in 
the spot market. In any case, once the business community 
realised that facilities for covering the exchange risk for longer 
periods were obtainable, a large number of firms would avail them- 
selves of them, and in the two or three principal currencies, at any 



CHAP. xLi INTERVENTION FOR COMMERCIAL PURPOSES 383 

rate, a wide market would undoubtedly develop in the long Forward 
Exchanges. Once the basis for such a market had been (ireated by 
official intervention, speculation and arbitrage would also take a 
hand, and before very long the necessity for official intervention 
for this purpose would cease. At present, forward facilities are not 
available for long periods simply because none of the leading banks 
is prepared to depart from its existing practice. Bank A is unwilling 
to do it becjause Bank B is not doing it ; Bank B refuses to consider 
it because Bank C will not ; and Bank C will have nothing to do with 
it because Bank A will not. The moment oili(‘ial operations were 
undertaken, the ice would be broken and Banks B and C would 
compete with one another for the business. 

In normal conditions, the authorities’ task of providing long 
Forward Exchange facilities would thus be very easy, so far as the 
major currencies are concerned. In abnormal conditions, however, 
complications might arise. The authorities would no longer be in 
a position to cover their forward commitments in the spot market, 
because they would consider it inexpedient to keep large balamies 
in the currencies concerned, or because certain countries might 
refuse to grant them borrowing facilities to enable them to (jover 
their forward sales for long periods. In given circumstances, the 
authorities would even be reluctant to ask for su(;h borrowing 
facilities, knowing well that the granting of them would be contrary 
to the monetary policy of the countries concerned. The same 
situation would also arise with exotic currencies in more or loss 
normal conditions. 'Fluis, exactly when the existem^e of official 
long-term facilities would be most advantageous, their provision 
would entail an exceptional!}' high degree of risk. For this reason, 
the rule should be the same as that for forward dealing in exotic 
currencies in general, viz. that dealings should not be undertaken 
as a matter of routine, but individual instaiujes should be considei ed 
on their merits. 


(6) INTERVENTION BY COUNTRIES WITH EXCHANOE RESTRICTIONS 

The (iase in favour of intervention for commercial purjioses is 
much stronger in countries with exchange restrictions than in 
countries with a free market. Since the Governments in the re- 
stricting countries have deliberately destroyed the existing facilities 
for commercial forward operations, it is plainly their duty to safe- 
guard the interests of merchants against the risk of losses on 
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exchange fluctuations. Needless to say, they are concerned only 
with the interests of their own nationals. Foreign merchants 
dealing with (jountries with exchange restrictions have to clioose 
between three alternatives —insisting on quoting prices in a free 
curreiKiy, covering the exchange risk as best they can in such for- 
ward markets as may survive abroad in the restricted (iurrencies, 
or taking the exchange risk. Nationals of the countries with ex- 
change restrictions, in the absence of official facilities, must choose 
between insisting on quoting prices in their own currency or taking 
the exchange risk, in many instances, their Governments have 
provided forward facilities for exporters, but importers are often 
left to c^arry their risks themselves. Even when foreign currencies 
arc allotted to them for delivery at some future date, usually they 
arc made to pay the official rate prevailing on the date of delivery. 

By circumventing the exchange restrictions, importers might 
get over their dilliculty either through buying the spot currency 
concerned or through hedging in some way. Black Bourses that 
usually exist in countries with exchange restrictions are of no 
assistance for Forward Exchange o])erations, for all transac^tions 
in such markets are for immediate delivery, in case of exchange 
cleai'ing arrangements, the excliange rate is often fixed for a definite 
period, and this obviates the necessity for covering the ex(diange 
risk. Ver}^ often, however, the clearing agreements stipulate the 
possibility of changing the exchange rate, in which case it is essential 
for merchants to cover the exchange risk. In the majority of 
instances the nationals of countries with (jxchange restrictions must 
bear the exchange risk unless their (Jovernments (?ome to their 
rescue. 


( 7 ) MORAIi AND PRACTK^AL (MJNSID KRATIONS 

While the authorities of countries with free Foreig]) Fxchange 
markets are entitled to decline to assist trade by providing foiward 
fa(;ilities, in countries with exchange restrictions the (Jovernments 
are under a strong moral obligation to provide such facilities for 
genuine commercial requirements, irres])ective of the risk involved. 
As a rule their moral obligation is by no means in conflict with their 
practical interests, for the encouragement of cx])ort trade and the 
provision of necessary imports at a relatively low cost is of vital 
importance to countries with a weak currency and with a controlled 
trade and exchange. 

As a general rule, it may be said that if it is inevitable that 
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someone should take the exchange risk, the authorities are in a 
better })ositiou to take it than individual mer(;hants. In a large 
number of countries tlie (governments are ju’opared to guarantee 
exporters against loss throngb default of their foreign d(d)tors. 
Surely a guarantee against exchange risk is more evidently tlui 
function of (^Jovcrnments than ivS the assumption of credit risk. 
After all, it is the duty of merchants to keep themselves informed 
as far as possible about the standing of their customers abroad, 
and if they make a mistake they should take the conseciueiu^es. 
They are better cquix^ped to follow the |)osition of a relatively 
small number of firms than the authorities are to keey) an eye on a 
largo number of firms. On the other hand, the authorities arc in 
a better position to judge the exchange outlook, while to the mer- 
chant the risk entailed in exchange lliictuations is a ease oi' force, 
viajeure, which calls for ollicial safeguards against it. 



CHAPTER XLir 


OFFICIAL SUPPORT OF FORWARD RATES 

(1) THRKK OHJKCTS OF FORWARD FXCIIAXGR OPFRATfONS 
FOR MONETARY POLIO Y 

Official Forward lixehange operations for (jonsiderations of 
monetary poli(;y may be undertaken for tliree dilTerent purposes : — 
(1) to defend the currency against an acute attack, (2) to attract 
foreign capital to the country, and (3) to provide an alternative to 
regulating tlie international movement of funds by means of the 
Bank rate and credit restrictions. It is at times difficult to draw 
a line between tiicsc objects, for after all, whenever a Central Bank 
resorts to the manipulation of the forward rate in order to avoid 
raising the Bank rate, its object is to defend the currency by means 
of attracting or retaining funds. 

The difference between the first and second kinds of inter- 
vention is that, in the event of acute attack, the object of supporting 
the forward rate is not to attempt to attra(!t foreign funds by 
manipulating the forward rate ; the obj(i(?t of tlie authorities in 
such a case is merely to discourage speculative selling, national or 
foreign. The difference between the first and tliird kinds of inter- 
vention is that defensive support through Forward Exchanges 
operations is applied at times of sweejhng ])ressurc, while the subtle 
devices of systematic manipulation of the forward rate on the 
pattern of the Austro-Hungarian Bank’s Dcviscn-policy are only 
applicable during reasonably stable conditions. The difference 
between the second and third kinds of intervention is that in the 
one instance the attraction of foreign capital is the sole object, 
while in the other instaiuje the authorities aim at the systematica 
regulation of the money and Foreign Ex(?hange markets by influ- 
encing the influx and efflux of foreign funds through the manipula- 
tion of the forward rates, as an alternative to Bank rate policy. In 
the j)resent chapter we are concerned only with intervention for the 
sake of defending an exchange against an acute attack. Wc have 
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already examined, in Chapter XL, the various instances of such 
intervention in post-war ex[)erience. We shall now attempt to 
summarise the arguments for and against tliis type of intervention. 


(2) AIKHTMWNTS FOR AND A(3AINST SITCFOUTINO TUK FORWARD 
KXCllANOE UNDKR THE (30LD STANDARD 

When seeking to counter an acute attack or persistent pressure, 
should the authorities confine their support to the spot excliange, 
or should they extend it to the Foi*ward Exchange { This question 
Jiad already risen during the period of stability. Whenever tlie 
forward quotation of a gold currency depreciated beyond gold 
export point, it was urged that the monetary authorities should 
step in in order to bring the Forward Exchange back to gold point. 
The following were the main arguments in support of this demand : 

1.. The depreciation of the Forward Exchange below gold export 
point is apt to create a bad im})ression, and to undermine 
confidence in the stability of the currency concerned. 

2. If the Forward Exchange depreciates, not only beneath gold 
point, but also beneatli its Interest Parities, it loads to an 
outflow of funds tlnough covered arbitj*age, and results in a 
j)ressure on the spot exchange, leading to an outflow of gold. 

;L The support of tin; h\)rwa.rd Ex(;liange does not entail any 
immediate loss of gold or foreign exchange stock. Ry the 
time the Forward Ex(‘hanges sold by the authorities arc due 
for delivery, conceivably the tide may have turned, in which 
(uiso it may be possible to cover in the market instead of 
parting wilh gold and foreign exchange. 

4. T'he gesture implied in the support of the Forward Exchange 
is calculated to cieate a good impression, as it indicates the 
confidence of the monetary authorities in the future pro- 
spects of their currency. 

5. Without necessarily su])porting the forward lates at gold 
])oint, the autliorities can intervene in order to squeeze 
speculators when there is evidence of a large bear ])osition. 

The arguments against su])porting tlie Forward Exchange under 
a gold standard may be summarised as follows : 

1. Tlie depreciation of the Forward Exchange below gold ])oint 
is a sign of diseciuilibrium : the authorities, instead of fighting 
symptoms, should get at the root of the trouble. 

2. While it is the duty of the Central Bank to maintain the 
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jxrcsent value of the currency at or over gold export point, 
it is under no obligation whatever to supi)ort its future value. 

3. By selling Forward Exchanges, Central Banks would mort- 
gage their gold and Foreign Exchange reserves ; should they 
not indicate the extent to which this is done, they would be 
guilty of publishing misleading returns ; yet if they do 
indicate the extent to which the gold and Foreign Kxchatige 
reserves are mortgaged, the j)sychological ed’cct is the same 
as if an ecpial amount had actually l)con spent on supporting 
the spot exchange. 

4. If the Central Bank is not prepared to support the cx(Jiange, 
whether through spot or forward transactions, beyond the 
actual amount of its gold and Foreign Exchange reserves, it 
is advisable to conserve the resources for the pur[)ose of 
supporting the spot ex(;hange alone.. 

5. A depreciation of the forward rate below gold export point 
inflicts a penalty upon those who distrust the stability of the 
national currency, and acts as a deterrent to forward sales. 
Support of forward rates at above their “ natural ” level 
would reduce the cost of speculating against the national 
currency, and would stimulate the bear campaign. 


(3) ANSWER TO ORITKTSMS 

There can be no doubt that the de|jreciation of the Eorward 
Exchange of a gold currency beneath gold ex])ort point indicates 
distrust in the stability of the currency, and that is a])t to create 
an unfavourable impression. If the distrust is jnstilied by funda- 
mental disecpiilibrium, or by an inherent weakness of the technical 
position, it would be idle to try to eliminate it by tighting the 
symptom alone. On the other hand, if the depi’cciation of the 
Forward Exchange is due to what is evidently a ])assing specadal ivx^ 
attack, then it might be helpful to support the Forward Exchange. 
Even though that might reduce the cost of speculation, this dis- 
advantage might be more than olTset by the elimination of the 
adverse sym])tom, for it encourages the flight of caj)ital. 

It is uncpiestionably true, though far from being generally 
realised, tliat a pressure on the Forward Ex(;hang(i t ranslates itself 
into a pressure on the spot exchange by making it ])rofitable to 
transfer funds abi’oad for interest arbitrage. To ])rcvent this from 
happening is really ecjuivalent to direct support for the spot ex- 
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change itself. If, instead of selling £1,000,000 of gold, a Central 
Bank relieves potential pressure by selling £1,000,000 of Forward 
Exchanges, it is distinctly better oil, as for three months it will have 
the use of the reserve, and during those three months it stands a 
cliance of covering. Even if the opportunity for covering does 
not arise by the time the forward contracts mature at the end of 
three months, the Central Rank will be no worse oil than it would 
have becTi if it had sold spot exchange (or gold) instead of Forward 
Exchange. 


(4) 3rORAL CONSIOKRATIONS 

In my opinion, there is no need whatever for a Central Bank to 
reveal the extent to wdiicli its gold and foreign exchange reserve 
is likely to diminish in throe months’ time through the execution 
of forward contracts. There is barely a single Central Bank 
which, at one time or aTiother in its re(ient history, has not used gold 
oartYiarked as specific security as part of its general gold reserve, 
without giving any indication to this ellocjt. (.^ompared with this, 
the technical iriegularity of not disclosing the existence of forward 
commitments is negligible. We liave dealt with this point in some 
detail in Chapter XXXVI I in connection with the swap operations 
of the Austrian National Bank, and there is nothing to add to the 
conclusions we r(*acl\ed in that connection. In any case, the 
dilemma of “should a Central Banker tell?” can be avoided if it is 
not the (Vntral Bank l)ut tlie Exchange E(jualisation A(icount that 
supports the forward rate. 

The i(l('a. of ])enalising tliose who dare to distrust the currency 
may appeal to those who, like M. Poincare, are juimarily influenced 
in their attitude towards monetary po]i(;y by their vindictive 
nature. It shouhl not, howev^er, carry any weight in the balance 
of arguments for and against intervention. There is, of course, 
no hard and fast rule that if the principle of support is admitted 
the forward rat(^ should be kept l)egged at gold export point. 
Indeed, if it is allowed temporarily to dc])reciate below gold export 
point, this increases the scope for bear s(|ueezing, which under the 
gold standard is normally rather narrow. Admittedly, however, 
bear squeezing can also l)e carried out to some degree through 
operations in the s])ot market.' 

The argument that it is the duty of the Central Bank to defend 

^ Kor tho rcsp(‘(*tivc iiK'rits «.»f boar scjuoozinix in tin* spot and in tho forward 
Tunrk(‘t, tlio' ri'adcr is ivft'iTod ])ai*k to Chapter XL, p. .‘JO!). 
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the present value of the currency hut not its future value — an argu- 
ment that prevailed against the suggestion that the forward rupee 
should be supported in 1030 — (larries no conviction. The question 
is not what is the duty of the authorities, but what is the most 
advantageous action from the point of view of the efficiency of tlie 
defence of their currency. It might as well be argued that, since it 
is not the duty of the Central Bank to maintain forward rates within 
the gold points, a depreciation of the forward quotation of the 
curremjy beneath gold point is not detrimental to their prestige. In 
practice, such a depreciation would be regarded as a sign of weak- 
ness and distrust and as a forerunner of the depreciation of the spot 
exchange. 

(5) THE CASE EOU SITPPOKT IN ABNORMAL OONDITTONS 

While in 1931 the British authorities made an attempt to keep 
forward sterling in the vicinity of gold point, this is practically 
an isolated instance. Ever since, countries with gold curremies 
have frequently allowed forward rates to depreciate far beyond 
gold point in relation to other gold currencies. Thus, forward 
francs were allowed to depreciate in relation to dollars to a disc^ount 
of anything up to 10 j)er cent below gold export point. The argu- 
ments for and against such a policy arc materially different from 
those put forward during normal conditions. Tho c|uestion as- 
sumes much greater immediate importance precisely because dis- 
crepancies arc so much wider and entail so much more far-reaching 
consequences. While in normal (jonditions the debate centred upon 
the question of depreciation of forward rates to a fraction of I ])er 
cent below gold export point, during l93i>-3() dcjireciations of 5 to 
10 per cent below gold point were an everyday occurrence. 

If it was true that before 1931 the depreciation of forward 
sterling or reichsmarks below gold export point created an unfavour- 
able impression, how much more was this true during 193o 30 
regarding the vastly greater dopreiriation of forward fraiuis, guilders 
and Swiss francs! Wliat is more, during the period of stability, 
forward rates seldom depreciated beneath tlieir Interest Parities 
simultaneously with their depreciation beneath gold points, while 
during 1935 30 they also depreciated beneath their Interest Parities. 
Consequently interest arbitrage transfers of funds from the centres 
concerned assumed unprecedented dimensions. This again resulted 
in a pressure on the spot exchange, and was to a very large degree 
responsible for the loss of gold by the countries of the Gold Bloc. 
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Gold losses as a result of flight of capital received much publicity, 
yet losses caused by interest arbitrage were usually overlooked by 
the commentators on current events. 

The importance of obviating the demoralising effect of a heavy 
depreciation of the Forward Exchange beneath gold point, as well 
as the effect of such depreciation on the spot rate and on gold 
movements, is greatly increased in abnormal conditions. liy 
selling Foreign Exchanges for forward delivery on a large scale, 
the authorities are in a position to prevent such deprc(;iation. The 
question is, should ititervention assume the foi-m of selling Forward 
Exchanges outright, or selling Forward Exchanges against spot ? 
The second solution would, of course, result in the conversion of 
part of the gold stock into Foreign Exchanges held under swap 
contracts. In so far iis this hxcit was disclosed in Bank returns it 
might give rise to distrust. From this point of view, therefore, it 
is preferable to sell h^orward Exchanges outright, though in any 
case, if it is not Central Jhxnks but Exchange Ecpialisation Accounts 
that operate, the question of publicity does not arise. In so far as 
there is oviden(*e that the authorities are selling Forward Exchanges 
outright, their operations might be interpreted as an indication that 
they trust the stability of their currency, but no undue importance 
should 1)0 attached to this argument. 


(()) TIIK (’ASK ACJAINST SUPPORT IN ABNORMAL CONDITIONS 

The main argument against supporting the Forward Exchange in 
abnormal conditions is that it encourages speculative selling pressure. 
In the absence of oflicial intervention, the widening of the forward 
discount on the national currency tends to check specadative selling 
by making it too expensive. By redmang the discount--and, still 
more, by j)utting the forward rate at a premium, which has been 
suggested the authorities would encourage speculative selling to a 
high degree. Thus, on the one hand they would gain by reducing 
the pressure on the spot exchange due to transfer of funds through 
covered arbitrage, while on the other hand they would lose by 
increasing the pressure on the Forward Exchange through stimu- 
lating outright speculative forward sales. 

If the result of their intervention was simply a transfer of selling 
pressure from the spot to the Forward I]xchaiige, there would be 
everything to be said in its favour. There is reasem to assume, 
however, that in the abnormal conditions the increase of pressure 
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on the Forward Exchange would be many times larger than the 
decline of pressure on tlie spot exchange. After all, the resources 
available for intercsti arbitrage are not unlimited, while the sky is 
the limit to the volume of speculative forward selling. No matter 
how high the yield on the sw^ap may be, the outflow of funds 
through interest arbitrage is bound to come to a halt, owing to the 
absence of unliinited resources for the purpose. On the other hand, 
if tlie risk and expense of speculation are reduced to a negligible 
figure, the volume of speculative selling may be multiplied. 

Admittedly, from this point of view the difference between 
normal and abnormal conditions is one of degree, but the difference 
is so great that it almost amounts to a difference of kind. Before 
1 931 the artificial appreciation of an exchange by J ])er cent approxi- 
mate exteiit — which is about the degree of interference which would 
have been (jontemplated then- -would not have made much differ- 
ence to the volunie of forward selling. In l93o and 1936, however, 
it would have made all the difference if speculators, instead of 
having to pay at the rate of 60 per cent per annum, had been able 
to go short at a (;ost of 3 per cent ])er annum. Nobody but the 
boldest gamblers would have o])cncd positions at 60 ])er cent ])er 
annum, unless the devaluation of gold curren(*ies appeared to be 
imminent. On the other hand, had the cost of forward selling been 
kept dow^n, everybody w^oiild have been keen to take a hand in 
speculating against the Gold J51oc currencies. 


(7) EFFECT ON OOLI) UESKRVE 

It is true that oflicaal selling of Korwaird Exchanges would not 
entail an immediate reduction of the gold reserve, indeed, since 
the majority of buyers wa)uld never bo in a position to insist on 
delivery, the chances are that the (\mtral Bank Avould never suffer 
the loss of more than a small part of the exchanges sold forward. 
Notwithstanding this, no ("entral Bank would ever be so bold as to 
sell for foiwvard delivery a larger amount of exchanges than the stex^k 
it possessed, or the amount it (*ould accpiirc through selling its gold 
reserve. Thus the cham^es are that a point would be reached at 
which the authorities would have to decide to abandon further 
support of the exchange, having exh.austed all their reserve by spot 
and forward sales. If they possess a substantial gold reserve, the 
authorities may face with comparative equanimity a pressure due 
to interest arbitrage, made profitable by the wide discount on the 
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Forward Exchange. On the other hand, the depletion of their 
resources througli their forward operations, encouraged by a reduc- 
tion of the discount on the forweard quotation of the national cur- 
rency, might unnerve the authorities. Admittedly, the absence of a 
big discount on the Forward Exchange might to some degree reduce 
the volume of the flight of cai)ital, but after all, the forward discount 
is merely a barometer showing the degree of distrust in the currency. 
The distrust would exist, even if the barometer were put out of 
action by official intervention. 

In theory, it would be reasonably safe for a (tntral Rank to sell 
Forward h]xchangcs in amounts exceeding its gold stock. Let us 
take the example of France during 1935 and 193(). Had the Bank 
of France sold Forward Exchange to the amount of, say, 00 milliard 
francs at the time when its gold stock was down at 55 milliard francs, 
there would have been no real danger of its being caught short 
and having to cover at all costs in the market in order to 
deliver the deliciency of 5 milliards, for in order to demand the 
delivery of 00 milliard francs’ worth of Foreign Exchange, the 
buyers would have to possess francs to that amount, and the Jhink 
of France would have been in a ])Osition to restrict the volume of 
francs available for that purpose. There would have been a real, if 
remote, risk, however, that the francs might be sui^plicd to specu- 
latois through the llight of capital from France. It is doubtful if 
any Central Bank would ever expose itself to such a risk, even 
though te(;hnically there is no reason why it should not sell Forward 
Exchange in excess of the amount of its gold reserve. 

The increase of speculative selling of the national currency 
through a reduction of the forward discount could be kept down by 
the adoption of an unofficial embargo on s])eculativc Forward Ex- 
change transactions. In sucli circumstances an unofficial embargo 
might serve a distinctly useful purpose. Even with such an embargo, 
liowevcr, it might bo impossible to prevent a large in(‘reasc in the 
pressure on the h^orward Exchange in consecjuence of tlie artilicial 
reduction of the discount. For, as Mr. van Sandick rightly points 
out in his memorandum to the International Chamber of Commerce, 
an embargo on si) 0 culative Forward Exchange operations does not 
j)rovent the development of highly one-sided tendeiuacs in com- 
mercial Forward Exchange operations. The rediuttion of the 
discount to a very low figure would tend to stimulate this tendency 
towards ono-sidedness. If in 193() it had been possible to (*ovcr for- 
ward francs at a cost of 3 per cent per annum, every Fremdi merchant 
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liaving to make payment in foreign currencies at a future date, and 
every foreign merchant having to receive francs at a future date, 
would unhesitatingly have covered the exchange risk. As it was, 
the high cost of covering deterred many of them from doing so. On 
the other hand, while under the conditions which existed in 1935-36 
many French exporters sold their proceeds forward and many 
foreign importers from France bought francs forward in order to 
benefit by the large discount, if the discount had been reduced to a 
negligible figure this buying pressure would have ceased almost 
completely. What is more, the reduction of the discount on for- 
ward francs would have led to the universal adoption of the practice 
of hedging against the risk of a depreciation of the franc. Con- 
secpiontly, the Freiu^h authorities would have had to take up 
formidable amounts of forward francs in spite of any restrictions 
imposed upon speculative forward operations. All the more so 
since these restrictions can never be watertight. ]iut even if the 
monetary authorities are not prepared to commit themselves to a 
systematic and persistent support of the forward rate at pegged 
rates, they could and should intervene from time to time whenever 
this is considered expedient for tactical purposes, ft is to the 
interest of Central Banks and Kxchange E(]ualisation Accounts to 
act unexpectedly whenever possible. By making a hard and fast 
rule never to operate in Forw'ard Exchanges, they deprive them- 
selves of one of the means to that end. 


(8) SUPPORT [NEPPECTIVK IN CASE OP EPNOAMENTAL 
DrSEQUllilBKlPM 

It may be concluded that at times of sweeping pressure due to 
fundamental disctpiilibrium, systematic support of the forward rate 
w ould prove to be as ineffective a w^eapon as the increase of the Jbink 
rate. If a currency is grossly overvalued, the ayiplication of techni- 
cal devices, orthodox or unorthodox, makes but little difference to 
its ultimate fate. In such cir(*u instances, to concentrate upon the 
symptom instead of tacikling the main problem is simply to mistake 
the shadow for the substance. 

Above all, it cannot be emphasised sufficiently that during 
periods of recuirrent distrust the fixing of the forward rate at a 
figure at which it is overvalued compared with its Interest Parities 
would not lead to an inffux of foreign funds, any more than the 
increase of the Bank rate would. It is true that, in theory, short- 
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term funds invested by covered arbitrage in the country concerned 
are safe against any contingencies. Tn practice, however, there is 
always the risk of exchange restrictions, a risk which is very 
prevalent in countries whose overvalued currencies are subject to 
heavy and persistent atta(;ks. Thus, whik? it is true that a high 
Rank rate fails to attract f()n5ign funds if there is a risk of exchange 
depreciation and if the cost of covering this risk is too higli, it is 
equally true that a favourable forward rate would fail to attracjt 
foreign funds if there appears to be great risk of excliangc restric- 
tions, or major linancial or political difficulties which might result 
from the overvaluation of the currency. 

(9) SUPPORT OK KORVVARO RXCUANGK TN CASK OF 
PAPKR CURRRNUIKS 

Hitherto we have been dealing with the question of official 
supjTort for Forward Fxcliaiiges in normal and abnormal conditions 
under the gold standard. The next question is how" the arguments 
for and against official suj)port are afTe(?ted uiHier a system of incon- 
vertible currencies. Doubtless the case for systematic support 
is weaker when the authorities are not under any o])ligation 
to sup])ort even the spot exchange at a definite level, let alone the 
Forw^ard Exchange. If the inconvertible j)aper (jurrencies are main- 
tained more or less stable by means of Exchange Equalisation 
Account operations, then the arguments put forward for and against 
intervention in the case of gold currencies liold good without any 
material diircrcnce. If, however, the paper currencies are allowed 
jiiore or less to find their ow n level, tlien the (piestion of gold losses 
brought about by arbitrage operations does not arise. A wide 
discount on the Forw ard Exchange w ould encourage such operations, 
and would thus lead to the depreciation of the spot exchange. It 
would not. liowever, entail a decline of the gold resources. The 
strength of the argument in favour of intervention in such (;ircum- 
stances w ill be determined by the official attitude towards deprecia- 
tion of the s])ot exchang(’! — w hether it is considered a blessing in 
disguise or a major disaster. 
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FORWARD RATE POLICY v. BANK RATE POLICY 

( 1 ) TUK TWILIGHT OF BANK RATE WORSIIir 

In the almorinal conditions prevailing at tlio time of writing this 
book, tlie (piesiion wlictlicr the monetary authorities should or 
should not support the Forward Exchange against speculative 
attack is of great immediate im])ortance. On a longer view, liow- 
ever, the broader question whether in normal conditions the mani- 
pulation of forward rates should form part of the authorities’ 
regular practice is of far greater signifi(?a!icc. Such manipulations 
may aim simply at attracting foreign funds, or they may have the 
much broader object of providing an alternaiive to Bank rate 
changes as a means for regidating the int(u*national movements of 
funds. We have discaissed tluj question of short-term borrowing 
through official Fonvard Exchange operations in (-hajiter XXXVJ I, 
dealing wdth ihe Forward P^xchange policy pursued by the Austrian 
National Bank. I have very little to add to the remarks I made 
on the subject in commenting upon that policy. On the other 
hand, even though the forward rate policy aiming at the systomati(; 
regulation of the international flow of funds luis f)een discussed in 
some detail, in chapters es])ecially XXXVI a.!id XXXVIII, dealing 
with the Forward Ex(;hangc operations of the Austro-Hungarian 
Bank and the Bank of Fran(»e, there remain many points which 
deserve detailed examiTiation. 

The study of forward rate ])olicy as a possible alternative to 
Bank rate ])oli(;y is one of the most important connecting links 
between the special theoretico-technical study of Forward Ex(*Jiangc 
and the general study of monetary ])olicy. A suggestion that there 
can be an alternative to Bank rate jiolicy is no longer (considered a 
sacrilege. For, the cult of Bank rate worshij), which originated 
during the nineteenth century and attained the zenitli of its popu- 
larity after the war, is definitely on the decline. The conception 
that the course of the world can and should be governed by means 
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of Bank rate changes has been discredited to a large degree, partly 
owing to experience which has cast doubt upon the oinm])oteucc of 
the Jkiiik rate, and partly as a result of the spirited attacks delivered 
against it by Mr. Keynes and others. 

W hether or not it is possible to perform by means of the Bank 
rate all the miracles which the acolytes of Bank rate worship claim 
to be able to perform, grave doubts have arisen upon whether it is 
desirable to make such extensive use of the Bank rate. According 
to the orthodox school, the Bank rate should perform the dual 
function of regulating internal trade as well as the international 
movement of funds. During recent years, however, it has been 
realised to an increasing degree that these two fumdions arc 
often incompatible. Situations often arise in wliich a fiigh Bank 
rate is necessary from tJie point of view of the international move- 
ment of funds while it is unnecessary and harmful from the ])oint 
of view of internal trade. Similarly, situations often arise in which 
a low Ibink rate may be desirable from the point of view of the 
international movement of funds while it is undesirable from the 
point of view of internal trade. 

(2) iNroMrATTHnaTV of duaj. funottons of bank ratk 

Whenever the dual fuiujtions of the Bank rate come into con- 
flict with ea(^h other, the tnonetary authorities are confronted with 
the dilemma of deciding whether to use the Bank rate in accordance 
with internal or witli international retpiiremcnts. If, for the sake 
of encouraging home trade, they maintain the Bank rate at a level 
whicli is too low from (he point of view of the international move- 
ment of funds, the result is a steady pressure on the currency. If, 
in order to cope with this pressure, the Bank rate is raised, then 
homo trade is bound to suffer. This is what actually happened in 
(freat Britain in 11)21). Conversely, a situation may arise in 
which internal considerations reipiire a high Bank rat(\ while inter- 
national considerations rccpiire a low' Bank rate. If on such 
(Mxnisions the I5ank rate is maintained at a low level in order to 
])rcvent an unwanted influx of funds, it may lead to unwanted 
l)oom-liko conditions in internal trade and finance. If, in con- 
sequence of this internal boom, the Bank rate is raised in ac- 
cordance wdth the requirements of internal conditions, this will 
lead to an unwanted influx of funds calculated to stimulate those 
very boom-like conditions for the sake of which the Bank rate 
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was raised. This is what actually hai)])ened in the United States 
in 1927-29. 

After the war various CJcntral Banks endeavoured to reconcile 
the international and the internal requirements of their Bank rate 
policy by the use of open-market operations. By such means they 
tried to offset the effect upon internal trade of an unwanted influx 
or efflux of gold. Open-market operations may offset the effect on 
the volume of credit of an influx or efflux of gold. They are bound, 
however, to affect the technical position especially if a centre with an 
inadccpiatc gold stock loses gold. Moreovei*, they do not eliminate 
the psychologicjal effect of an influx or efflux of gold. They are 
therefore capable of reconciling cionHicting internal and international 
requirements of Bank rate policy to .a limited extent only. 


(3) ]MU. KEYXKS’s PROrOSAL 

Evidently, on many occasions it is impossible to find a com- 
promise between the conflicting international and internal require- 
ments. It is therefore impossible to escape the (‘onclusion that tlic 
Bank rate is not suitable for fulfilling the dual function for which 
it lias been used. The disadvantages of forcing it to fulfil both of 
these often conflicting functions arc so obvious that it is really 
amazing liow little attention has so far been paid to the question 
of whether it would not be possible to reliev-e the Bank rate of one 
of its fuiKitions. Yet as long ago as 1922 INlr. Keynes put forward a 
s(;hemc whi(*h claims to provide the solution rccpiired. According 
to his scheme, the internal and international functions of the Bank 
rate should be divorced from each other ; the Bank rate should be 
used solely for the purpose of regulating internal trade. Its inter- 
national functions should be replaced by a ])olicy of manipulating 
Forward Ex(;hangc rates for the purpose of regulating the inter- 
national movement of funds. These proposals, however, met with 
very little resj)onsc, either among the jmblic, who simply (;ould not 
umlerstand their technicality, or among bankers, statesmen and 
economists, whose understanding of the tecJinicjuc or theory of 
Forward Ex(;hange left also much to be desired. We have seen in 
Chapter XXXV that on the few occasions when Mr. Keynes’s pro- 
posal has come up for consideration by autlioritative bodies, the 
authorities concerned have thought it safer to take the line of least 
resistance by leaving it alone. 

On the other hand, we showed in Chapters XXXVf, XXXVI I 
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and XXXVIJI that in praoticio the monetary authorities of several 
countries have at times adopted devices whi(^h sought to supple- 
ment the international functions of their Bank rate policy by a 
policy of manipulating forward rates. It is not known whether in 
any of these instances the Central Banks eon(;erncd consciously 
followed Mr. Keynes’s pro])()sal. The chances arc that, in the course 
of dealing with the practical problems they had to face, tliey simply 
stumbled upon the very same solution which they and their col- 
leagues had previously or subsequently rejected for lack of under- 
standing of its theoretical implications. 


(4) TIIK I HEAL SOLCTION 

In the majority of cases in which Central Banks have souglit 
to influence the international movement of funds by means of 
the forward rate instead of by the Bank rate, their object has 
boon essentially limited and one-sided. Either tlicy wanted simj)ly 
to encourage the influx of foreign capital —this was done by the 
Austrian National Bank and other (Central Banks of the Succession 
States, the Banco do Brasil, etc. or they wanted to ])rovoke an 
outflow of funds —this was done by the Bank of France. So far as 
it is possible to ascertain, there is only one instance -that of the 
7\ustro-Hungarian Bank before the war of the systematic pursu- 
ance of a forward rate policy, as an alternative to Bank rate 
changes, for the regulation of the inflow as well as the outflow of 
international balances over a long period. 

So far as is known, the majority of Central Banks have never 
attempted to substitute a forward rate policy for an “ exteumal ” 
Bank rate polic^y. And yet this was the obvious solution, for by 
means of it they could have had the best of both worlds. When- 
ever the internal trade situation nccessitati'd a low Bank rate, 
while the trend of the international movement of funds ne(?essilated 
a high Bank rate, the dilliculty could have been overcome by 
causing the forward rates of the national currcn(.*y to appreciate 
above their Interest Parities. Such an overvaluation ot forward 
rates is just as ciYective in attracting or retaining foreign balances 
as is a higher Bank rate. After all, it makes no difference to those 
engaged in interest arbitrage whether they obtain their higher yield 
through higher interest rates or through the higher proiit on the 
swap. Instead of needlessly ])enalising home trade, or ot allowing, 
for the sake of homo trade, a deterioration ot the technical monetary 
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position, the monetary authorities, by applying this device, could 
solve tlie dilliciilt problem of eating tlieir cake and keeping it. 
Again, if the internal trade situation or Stock Exchange activity 
threatened to develop into a speculative boom or unwanted in- 
flationary expansion, the authorities could raise the Bank rate at 
home without thereby provoking an unwanted influx of foreign 
funds and gold. All they have to do in such a case is to cause the 
forward rates of tlic national currency to depreciate until they arc 
undervalued compared with their Interest Parities. The result is 
a check to the influx or a stimulus to the clllux of funds. 


(5) AN AID TO BANK KATE VOYACY 

By ado])ting the forward rate policy indicated above, Central 
Banks would be able to make their Bank rate policy dependent 
solely upon internal considerations. The Bank rate would be 
relieved of the often impossible task of satisfying both internal and 
international requirements. And that is not all. The forward 
rate ])()licy would be able to support the Bank rate policy even 
in the internal sphere. If the trade of a country is depi’cssed, 
the authorities are anxious to maintain interest rates at a low level 
in order to stimulate trade by means of cheap and plentiful credit. 
In the ordinary course this would teiul to lead to an outflow of 
foreign capital and to an outflow of gold. Should this movement 
assume considerable dimensions, it would materially r(?duce tlie 
volume of credit available, and miglit even mnke it diflicult to 
keep money cheap, indeed, even though the authorities were 
didermined not to raise the Bank rate, and were prejiuied to witness 
an outflow of gold, developments in the intcrnnl money market, 
brouglit about by the loss of gold, might eventually force their 
hands, for there are technical limits to the extent of open murket 
operations. If, on tlie other hand, (hey should cause the forward 
rates of the national currency to ap])reciate above their Interest 
Rarities, the result would be an influx of funds, or at any rate a 
cessation of the efllux, notwithstanding the low Bank rat(i. (V)n- 
sequently, the low Bank rate would be able to produce its full ellect 
upon trade. And in cases where the overvaluation of the Forward 
Exchange provokes an actual influx, it definitely reinforces the 
efforts of the authorities to make money cheap and plentiful. 

Conversely, in the absence of a forward rate [lolicy, offi<;ial 
efforts to keep money dear and scarce in order to check an in- 
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flationary expansion or a speculative boom are apt to be frustrated 
by the influx of funds provoked by the high liank rate. If, how- 
ever, the Central Bank causes the forward rate to depreciate beneath 
its Interest E^arities, it is able to stave ofl the unwanted influx, so 
that the dear money policy is not disturbed by the international 
effect of the high Bank rate. Indeed, if the deliberate depreciation 
of the Forward Exchange is carried far enough, it leads to an out- 
flow of balances and gold, which would actually su))f)ort the Bank 
rate policy in its task of making money dear and scarce. 


(6) DISEQUILIBRIUM OF PRICKS AND FORWARD RATE LMILTCY 

The orthodox school would doubtless object to llic ])roposed 
forward rate policy on the grounds that it u ould tend to jierpetiiate 
the disequilibrium between price levels in various countries. It is 
often argued that if trade is more de])resscd in one country 
than in another, it is because its price level is out of equilibrium. 
On this assumption it is urged that the remedy is not a low think rale 
which might cause a rise or prevent a fall in ])rices, but a high Bank 
rate, which would (‘ause a 1‘all in prices and, by iiiijnoving the trade 
balance, would thus tend to provoke a buying pressure on the 
exchange. This school of thought claims that it would be unsound 
y)oli(iy to try to bolster up the exchange by means of attracting or 
retaining foreign balances through offering them an artificial profit 
on the sw^ap. According to this orthodox conception, -it is the 
sacred duty of the monetary authorities of nvcry country to restore 
equilibrium by means of a high Bank rate and credit rcstricitions, 
even though these measures may destioy trade and tein])orarily ” 
aggravate an existing dejiression. 

It is necessary to bear in mind, however, that trade dc^pression 
in a country may be due to a variety of causes other than dis- 
equilibrium between its commodity prices and tlie world level. Tt 
may be duo to changes in the trend ot national or international 
consumption or production, which may cause unemployment to 
increase even when the price level is not out ol equilibrium with 
the w'orld level. If, for instance, the world consumption ot coal 
should decline as a result of the substitution of oil for coal, then a 
country whose trade largely depends upon the full employment ot 
its coal industry is likely to suffer trade de 2 )ression even though 
its prices are not higher than those of other countries. Or it most 
countries create textile industries of their own, and protei^t them 



402 CENTRAL BANKS AND FORWAR]) EXCHANGE paut Vf 

with prohibitive tarilfs, then a country whose tnide hirgcly depends 
on textile o.xports is likely to undergo ;i depression even it its general 
price level is not luiduly high. TIhj orthodox idea in siieli cases is 
that the losses of the coal or textile trades should be made good by 
the gains of other trades, and that to make this possible tlie })ri(je 
level of the country concerned should be forced down by means of a 
high ]iank rate. This theory is becoming, however, discredited to 
an increasing degree. Jt stands to reason tliat, in the situations 
described above, it is desirable to assist the adjustment of trade to 
the clianged requirements by keeping money reasonably (;heap and 
plentiful. This cannot be achieved without causing a depletion 
of the gold reserve unless the Central Bank is prepared to use the 
device of forward rate policy. 


( 7 ) HIGH BANK HATH NOT INKVITABLE 

In any case, even if tlie depression is due to the relatively high 
level of prices compared with the world level, tliat does not neces- 
sarily justify a policy of In'gh Bank I’atc. If the disorjuilibrium 
is substantial, then its readjustment by a liigh Bank rate would 
reipiire such a degree of deflation that, even in the opinion of such 
extreme deflationists as Professor Lionel Bobbins, the game is not 
worth the candle. If, on the other hand, the disec|uilibrium is 
moderate, then it may well be asked whether it is not wiser to let it 
remain, and to neutralise its effect by means of a judicious forward 
rate policy rather than to light it b^" moans of a rolentl(\ss Bank 
rate policy. There is no absolute necessity for tl)o price level in 
every eountry to be at e({uilibrium with the world level. Indeed, 
such a thing is im[)ossibl(5. Even before the war, when the world 
was supposed to be enjoying a high degree of ccjiiilibriinn, there 
were very marked discrepancies between [irice hwels in vaiious 
countries. It is advisable to discard dogmatism cm this matter. 

All this, however, is a matter of opinion, and detailed discussion 
of the broader issue would be outside the sco])e of this l)ook. It 
is ne(;ossary, however, to emphasise tlie fact that the monetary 
authorities of a country, should they be imflined to adopt the un- 
orthodox view, would find the device of forwTird ratci policy very 
useful. If they arc unaw^are of the existemo of such a device, they 
miglit be reluctantly compelled by the ])rcssurc on their gold stock 
to adopt a high Bank rate policy even though they were of ojiinion 
that this was not in the best interests of the country. Against their 
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bettor judgment, they would have to restore equilibnuiii by de- 
stroying trade. 

It is liigh time tliat all monetary authorities realised that there 
is an alternative method at their disposal. Whether they used the 
alternative would naturally depend upon whether they are pro- 
gressive or orthodox. Hut it is essential that those who are inclined 
to disc^ard orthodox dogmatism should realise that the remedy lies 
in their hands. 

(8) TKADK DKKK’IT AND KOKWARD RATK POLICY 

In many instances the Bank rate is raised, temporarily or 
otherwise, not in order to restore the eciuilibrium ot national prices 
with the world juice level, but in order to neutralise the oircet of 
an adverse trade balance upon the gold sto(*k. Facu if the adverse 
balance is obvi(Uisly seasonal only, its ellec-t on the gold leserve is 
otfset with the aid of a higher Bank rate. 'This end can, however, 
be achieved also by means of the forward rate |)()licy, without 
indicting upon trade the disadvantages of a ductuating Bank rate. 
To fill the gaj:) created by an im])ort sur])lus, foreign funds can 
be attracted either by means of high interest rates or by means 
of a })r()fit on the swaj). According to the orthodox school, it 
would be highly unsound to bolster uj) the exchange by attracting 
foreign shoi’t-term funds through such artificial methods. Yet from 
this ])oint of view*, there is in reality absolutely nothing to choose 
betwaaui a Bank rate ju^licv and forward rate j)olicy. Both aim at 
l)olstering up the exchange by attracting foreign balances. In both 
cases those balances are liable to withdrawal at short noti(?e, and 
their presence niay render the cuiTency vulnerable. 

Why it should be considered sound to bring about this situation 
by a high Bank rate, and unsound to bring it about by means of 
a high ju’emium on tlu’: Forward Exchange, is dillicult to understand. 
If the trade delicit is teinj)orary, then there can be no harm if its 
edect upon the exchange is olTset by attracting fonugn balances, 
whether through a high Bank rate or a tavourable swaj) rate, ft 
the trade deticit is of a lasting nature, then it is desirable that it 
should be covered by means of long-term borrowing abroad. To 
cover it by means of short-term borrowing, and t hus to increase the 
international floating indebtedness to an undesirable degree, is 
" unsound ”, no matter what the method by w Inch the foreign 
balaiu^es are attracted. 
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It may be argued tliai a raising of the liank rate would stimu- 
late the issue of long-term loans abroad, and would tluis a(;cclerate 
the consolidation of the floating indebtedness. Tins argument may 
carry weight if borrowing abroad is left to individual initiative. 
If, however, the authorities exercise tiieir fuiK^tion of regulating 
t he issue of long-term loans abroad, then there is no need for them 
to raise the Bank rate in order to drive some of the borrowers to 
foreign markets. The Government itself, or various otHcial and 
semi-officaal corporations, may issue long-term loans abroad if this 
is Tiecessary for the consolidation of the interiiational floating in- 
debtedness of the country. Or it may discourage the flotation of 
certain types of securities in the home market, thus compelling 
potential borrowers to find the capital abroad. 

Another argument which is used in favour of the high Bank 
rate method, as opposed to the forward rate method, of counteracting 
the effect of adverse trade balance is that a high Hank rate would 
tend to lower prices, and would therefore tend to wipe out the trade 
deficit. Unquestionably, it is true that the manipulation of (he 
forward rate would produce no such result. The (|uestion is, is it 
worth while to restore the equilibrium of the trade balance by 
means of destroying home trade through a high Bank rate and 
credit restriction? This again is a broad ({iieslion, detailed dis- 
cussion of which is outside the scope of this book. What matters, 
from our point of view, is that the monetary authorities should 
realise that they (;an choose between restoring the trade balancie by 
means of destroying trade through a high Bank rate and credit 
restriction and neutralising the effect of a trade delicit on the gold 
reserve by means of Forward Excdiange manipulations. 


(9) COIJNTKRACTTNO FTNTANCTAL IMUOSSUIIK 

Many even of those who favour a high Bank rate in the event 
of disequilibrium between the national and international [n ice levels, 
or in the event of a trade deficit, arc prepared to admit that, when 
pressure on the exchange is due to neither of these causes but merely 
to an outflow of funds brought about by international finamaal de- 
velopments, there is everything to be said in favour of the alter- 
native method of counteracting the pressure. Orthodox economists 
may think it worth while to destroy home trade for the sake of 
making imports and exports balance each other. Unless, however, 
they are fanatical doctrinaires, it is inconceivable that they should 
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consider it desirable to destroy trade in Great liritain by means of 
a high Bank rate and credit restriction merely because a speculative 
boom on Wall Street attracts funds from London and results in a 
pressure on sterling. To try to offset the effect of siudi pressure 
by forcing down commodity prices below the wa)rld level and to 
meet caf)ital transfers by (uiforcing fin increase of current cxjiorts, is 
obviously the height of absurdity. And yet all but a few (.^cntral 
Banks have always considered it the natural thing to do. “ There is 
l)ressure on tlie exchange ; gold is leaving the country ; tlu^ market 
rate of discount is rising ; tliercforc we must raise the Bank rate ”, 
is the beginning and the end ol'the mucli-v7iunted wisdom of many 
fi reputed Central Banker. The necessity for this course of action 
was taken for granted — imiinly because (’cntral Banks have not 
realised that they luive at their disposal an alternative method of 
counteracting the pressure. 


(10) A COSTLY LKSSON 

The world has had to pay dearly for the ignorance of its mone- 
tfiry authorities. It was b(icause European ('entral Banks in 1920 
were not aware that there was an alternativ^e weapon to the liigh 
Bfink rate that the Wall Street boom, although confined to one 
(jountry, was followed by a world-wide slump in commodities, fn 
1929 there was notliing so inherently unsound in the commodity 
situation itsell’ as to make the subsetpient slump inevitable. What 
happened was simply this ; In order to fight the speculative boom 
the American authorities fidopted a j)olicy of dear money. This 
attracted further funds from Europe in general, and from London 
ill particular, and resulted in a selling pressure upon the European 
currencies, csiiecially ujion sterling. To retain the funds that were 
Icjiving for N(wv York, the Bank of England and other hhiropean 
Central Banks resorted to the orthodox devi(!e of raising their 
Bank rates. The result was a world-wide curtailment of credit. 
Outside the Cnited States, there was no such speculative exp*insion 
of trade as w ould have justified this drastic action. Trade in Great 
Britain was distinctly depressed even before the increase of the 
Jhink rate during 1929, while in most other European countries it 
was far from booming. Conse(|uently, the all-round increase of 
the Bank rates and curtailment of credit resulted in a wholesale 
contraction of trade and purchasing power. The outcome was the 
slump, (julminating in the financial crisis of 1931, and leading to a 
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scries of crises and a prolonged depression from which, even at the 
time of writing, seven years after the Wall Street boom, many 
parts of the world are only just beginning to emerge. 

If instead of raising the Bank rate, the Bank of England and the 
other European Central Banks had resorted to the device of forward 
rate policy, the disaster might have been, if not altogether avoided, 
at any rate considerably mitigated. Admittedly, the situation in 
Wall Street was unsound and recpiircd correcjtion. But for the fact, 
however, that the Wall Street situation led to high Bank rates and 
credit contraction in Europe, there would have been no reason 
whatsoever why the inevitable Wall Street slump should hav^e pro- 
voked a world wide slump in commodities. At any rate, there was 
no need whatsoever for a slump in conirnodities on anything like 
the scale experienced after the credit contractions of li)29. 


(II) now KLOW OK KITROCKAN KITNDS TO WALL STREET COULD 
JIAVE FiEEN (nil^CICED 

It may be argued that it would not have been easy to chec'k the 
westward flow of funds by means of Forwaixl Exchange manipula- 
tions. In reality, a forward rate policy would have gone a much 
longer way towards checking the flow than did the Bank rate 
policy. Capital transferred to New York for investment in Wall 
Street would of course have been iinafTecdcfl by a forward I’atc 
policy, as it was unaffected by the higher Bank lates in Europe. 
But the transfer of funds for investment in brokers’ loans would 
have been aff ected by a forward rate i)oUcv to a much higher degree 
than they were by the Bank rate ])olicy ])ursued in London and 
other European centres. It was obviously impossible to raise Bank 
rates sufficiently to compete with the atti’action pi’ovided by the 
fantastic interest rates paid on brokers’ loans in Wall Street. Tlu're 
would have been no difficulty, however, m raising the premium on 
forward sterling to a sufficiently high figure to induce holders of 
London bahiFiccs to abstain from transferring them to Xew York. 
It is true that to do so would have necessitated an art ilicial deprecia- 
tion of the forward dollar to a substantial degree. Te(*hnically, this 
would have been feasible, provided that the Brit ish authorities had 
been prepared to pay asuflua'ently high premium on forward sterling, 
and provided that the margin between gold points had been widened 
sufficiently to discourage um^overed interest arbitrage. 

Admittedly, the operation would have been costly especially 
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as it would have had to have been undertaken on a considerable 
scale. It would have been well worth while, liowever, to spend a 
few million pounds to obviate tlie necessity of raising tlic Bank rate 
and contracting credit. Apart altogether from the general benefit 
of such policy to trade, it would have involved no loss to the tax- 
payer, since the iiujrease in the cost of the huge floating debt as a 
result of the high Bank rate would have been avoided. It ought 
to be borne in mind that, with a huge floating debt, I per cent in 
the Bank rate means a difference of millions of |)()un(ls in interest, 
in addition to the difference it makes in the (.‘ost of conversion 
operations. Allowing for this, it is reasonable to assume that the 
operations that would have been undertaken to maintain forward 
sterling at an overvalued hwel might have been ])rofitable for the 
Treasury even from a narrow financial point of view, apart from 
their broader indirect effect upon trade. 


( 12 ) NKEl) KOR ('O-OPERATION^ BETWEKN (UONTKAL BANKS 

Needless to say, efficient execution of the forward rate policy 
re(|uir(Ml would have necessitated close collaboration between the 
monetary authorities of the leading countries. There is no reason 
to supj)osc, however, that this would have been very difficult to 
se(!ure. After all, it was as niiu^h to the interest of the United 
States authorities to prevent an unwanted influx of foreign funds as 
it was to the interest of the Bank of England and other European 
Central Banks to prevent an unwanted efflux. In any case, the 
movement towards co-o])eration between Central Banks was at its 
zenith at that time, and there is little doubt that it would have been 
possible to reach a satisfactory agreement. The co-operation would 
have been necessary if the special conditions Avhich (*allcd for official 
intervention had lasted more than three months. In the early 
stages, it would have been sufficient if the British authorities had 
sold forward dollars outright, or if the American authorities had 
bought forward sterling outright, in order to bring about the 
necessary depreciation of forward dollars. At the end of three 
months, however, it might have become lUM^essary for them to carry 
their ])ositions, which would have compelled the British authorities 
to borrow dollars from the Eederal Reserve Bank, and compelled 
the American authorities to accumulate a sterling balance with the 
Bank of England. It is conceivable, liowevcr, tluit by reducing 
the influx of funds from Europe the high Bank rate in New York 
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could easily have been made effective within a short time, so 
that the necessity for carrying the exchange positions would not 
have arisen. 

It is true that time money rates in New York were at times 
so high that the exchange risk, which was limited by the margin 
between gold import point and gold export point, was not sufficient 
to discourage uiujovered interest arbitrage on tijue money for three 
months. In the circumstances, a widening of the margin between 
gold points might have been necessary as a com])Iemcntary measure 
to the forward rate policy, for it is precisely under such conditions 
that this measure is most effective. Moreover, the mere fact that 
both Central Banks concerned liad the right to raise or lower their 
mint parity would have been sufficient to dis(jourage uncovered 
interest arbitrage even if the authorities did not actually avail 
themselves of their right. 

Admittedly, it is easy to be wise after the event. In 1020 I did 
not advocate the adoption of a forward rate policy, so I have no 
right to criti(!isc others for having failed to adopt it. Mr. Keynes, 
however, and Mr. Keynes alone, is fully entitled to blame the 
authorities for having ignored his proposals. In pointing out what 
might have happened had the authorities pursued the course 
adv'^ocrated above, my object is not to cry over spilt milk but to draw 
the attention of the authorities to possibilities in the future. The 
lact that the foilure to use such a technical device can lead to such 
far-reaching cousecjucnces is indeed a lesson well worth remembering. 


(13) FOIIWARO RATK POLICY AS AX ORTHODOX DKVKM^ 

Hitherto we have examined forward rate policy as an essentially 
unorthodox device. Its adoption can be advocated, however, also 
on strictly orthodox grounds, as a means of making orthodox Bank 
rate policy more effective. We have seen in ( liajiter XX I that the 
departure of forward rates from their Interest Parities is a[)t to 
react upon internal interest rates, and thus to interfere with the 
ollhaal discount rate })olicy. To avoid this interference, the Central 
Ihinks may lind it ex])edient to bring about a readjustment of for- 
ward rates to their Interest Parities. 

We have also seen in (3ia|)ter XXVir that the effect of Bank 
rat(5 changes on gold movements defiends upon the extent and 
promptness of the adjustment of forward rates to their changed 
Interest Parities, The slower the adjustment the larger the inter- 
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national flow of gold through interest arbitrage and through changes 
in credit availrnents. If, however, the authorities intervene in 
order to bring about instantaneous adjustment, the gold movements 
provoked by the Bank rate changes can be reduced to a minimum, 
for the inducement to interest arbitrage, and to repayment of credits 
in the dear money centre and additional borrowing in the cheap 
money centre, will be reduced. If, on the other hand, the adjust- 
ment is delayed artificially, the effect of Bank rate changes on gold 
movements will be ac(;entuatcd, by stimulating such inducement to 
interest arbitrage, etc., as already exists through the natural delay 
in the adjustment. Whether the Bank rate changes arc made for 
the purpose of bringing about gold movements, or whether they are 
made for other purposes, and the resultant gold movements being 
regarded simply as an incidental disadvantage, the official policy 
can be made more effective if it is su])j)lementcd by a forward rate 
policy. 

(14) CENTRAL banks’ EMPIRICISM 

It is (iharacteristic for the utter empiricism with which Central 
Banking has been conducted in the past that, a few exceptions apart, 
the effect of Bank rate changes on gold movements has always been 
left to (ihance. Although Central Banks were never in any doubt 
about whether they wanted their rate (ihanges, or those of other 
Central Banks, to cause an inllux or efflux of gold, they never 
attempted to regulate the effect of such changes on gold movements. 
Indeed, in all probability they were even unaware that the degree 
of promptness with which forward rates responded to Bank rate 
changes largely inifueiu'ed the extent to which those changes led to 
gold movements; that a change of the Bank rate by, say, one per 
cent may, from the point of view of its immediate effect on gold 
movements, be ecpiivalent to ;} per cent, I per cent, \ per cent or nil, 
according to tlic degree to which forward rates adjusted themselves 
to their new Interest Parities. Whether or not they wanted the 
Bank rate cliange to bring about gold movements, they just made 
the change and hoped for the best. 

It has been a classical rule in the art of (^entral lianking that, by 
raising the Bank rate to a crisis level, an acceptance centre can in 
times of emergency comj)cl its foreign debtors to repay their credits. 
Those who ])ractiscd this rule were unaware that, since the develop- 
ment of the Forward Exchange market, the response to such a crisis 
measure lias cjome to depend largely upon the degree to which for- 
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ward rates adjust themselves to their Interest Parities, and complete 
adjustment necessarily nullifies the effect of the measure. No 
efforts have ever been made to ensure the effectiveness of the Bank 
rate action by appropriate manipulation of forward rates. 

Even if Central Banks reject the principle that Bank rate should 
be confined to internal regulation, and have every intention of 
adhering to the orthodox principle of using it for botli internal and 
international purposes, they might at any rate endeavour to make 
tlieir chosen policy more effective by means of Forward Exchange 
operations. From their own point of view, there is everything to 
be said in favour of a scientifi(j handling of the Bank rate weapon, 
even if it is used without scientific discrimination regarding its 
object. 



CHAPTKIl XLIV 

THE TE(^HNrQUE OF FORWARD RATE POLKJY 

(1) NEEL) l-’OR EXPERIENCE AND TE(MIM(\AE KNOWLEIHiE 

PossTRLY one of tlio main reasons why (Vntral flanks in general 
liavc been rcluetant to adopt the teehni(*al deviees suggested by 
Mr. Keynes is their fear of embarking upon a- bold innovation 
in (bniral Hanking practice. Indeed, for many Central Banks 
Foreign Exchange operations in general have been an innovation. 
As, however, there is but little ditferen(*e between Foreign Exchange 
operations by (‘entral Banks and b}’ other banks, there was ample 
e.xperieruaj upon whi(^h Central Banks could draw. In using the 
subtle device of forward rate policy, however, Central Banks would 
have to elaborate an almost entirely new poli(;y and techni(pie. 
The material available through past experience, while sulHcnimt to 
show that the polic^y advocated is feasible, is not sufficient to ])rovide 
detailed guidaiu'e in its a])})lication. Central Banks would have to 
learn through trial and error. Possibly some of them are reluctant 
to run the risk of making mistakes during the initial period of the 
aj)plication of the new scheme. 

Another conceivable reason for the reluctance of (Viitral Ikanks 
to adopt a forward rate fiolicy lies in its highly technical character. 
In foreign exchange operations in general, those who determine the 
broad outlines of policy can leave the technical execution of that 
f)olicy to ])ractical specialists. They are nevertheless able to super- 
vise the te(!hnical execution of their policy, since there is nothing in 
spot exchanges o])erations which cannot easily be grasped by any 
banker or Treasury ollicial, even if he has had no direct experience 
in Foreign hlxchange dealing. The same cannot be said of forward 
rate policy. It is impossible to draw a line between the ])rinciples 
of that policy and its technicpie, for the principle's themselves are 
highly technical. To be able to determine the outlines of such a 
policy, those responsible for it must be well accpiainted with a mass 
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of technical details. There can be no division of labour between the 
planning of the policy and its execution. 

(2) QUKSTION OF PERSONNEL 

Unless the senior officmls cared to leave the planning of the 
policy to those in charge of its execution, they themselves would 
have to acquire the practical knowledge which exchange dealers 
possess. Unforiiinatoly, it is not often that Foreign Exchange 
dealers who possess a thorough knowledge of technical detail arc 
also endowed with the qualities required to enable them to formulate 
the policiy to be pursued. Even if they did happen to have such 
dual qualifications, it is doubtful whether their seniors would bo in 
a position to recognise this and would be prepared to entrust them 
with the planning as well as the execution of the forward rate policy. 
The Austro-TTungarian Bank before the war was fortunate in 
possessing such an exceptional man as the late Secretary Kuhn, 
who, while occupying a comparatively subordinate position, was 
allowed a free hand in devising and executing the forward rate 
policy pursued by that Bank. Every Central Banlv is not, however, 
equally fortunate, and it may well be that the anticipation of 
difficulties of personnel were partly responsible for the general 
reluctance to adopt Air. Keynes’s proposal. 

Yet there is nothing in the theory and the te(rhniciuo of Forward 
Exchange whicli (*ould not be grasped by any intelligent man witli 
a good general knowledge of finance and Foreign Exchange. I am 
convinced that practically every Treasury and (Central Bank 
possesses officials w ho are capable of grasping f-lie broaden' implica- 
tions of Forward Exchange policy, and who at the same time are 
(capable of mastering technical details. Or, failing that, it would be 
possible to find the right man in the banking community. It is, 
of (course, easier to reject the j)rof)osal than to discover the right 
man and assume responsibility for his actions. 


(3) RTJLES OF FORWARD RATE COLTCV 

Another difficult problem is to establish a set of rules governing 
the circumstances in whic^h the application of forward rate policy 
is justified. Mr. Keynes made it (piite j)lain that he has only 
normal conditions in mind. This means that he expects his scheme 
to work satisfactorily only in conditions of monetary stability 
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when there is no sweeping pressure on the currency, either owing 
to fundamental disecpiilihrium or owing to a wholesale flight of 
capital and sj)e(;ulative attack. It is, needless to say, difficult to 
ascertain the nature and the causes of pressure. From this point 
of view, however, those who have to make decisions about Bank 
rate changes are confronted with exactly the same difliculty, 
unless they choose to follow the primitive rule of raising the 
Bank rate whenever there is a selling pressure on a currency and 
rediKjing it whenever there is a buying pressure, irrespective of the 
cause. 

Doubtless, even after a general stabilisation, conditions will 
never be ‘‘ normal ” in the pre-war sense of the term, but this is an 
advantage from the point of view of the chances of the successful 
application of the forward rate policy. In pre-war days there was 
a considerable amount of uncovered interest arbitrage between 
currencies on a gold basis. The movements of s[)ot exchanges 
within gold points were to a large degree seasonal and arbitrageurs 
did not as a rule go very far wrong in taking a view about the prob- 
able extent of the de])rccialion of the exchanges with which they 
were concerned. Between 1925 and 1931 the movements were 
less regular, and cautious arbitrageurs liad to allow for the possi- 
bility of unexpected fluctuations up to the gold points. There is 
no reason to sup[)ose that it will be otherwise after the stabilisation 
of the curren(‘ies. The irua-eased risk of unexpected movements 
within the gold points a risk which can be further increased 
artificially by adopting Mr. Keynes's j)ro])osal for widening the 
margin between the gold points — will indinie arbitrageurs to cover 
i]\ most cases. As a result, the predominant part of international 
transfers of 1‘imds through interest arbitrage would come under the 
influence of the official forward rate policy. 


(I) TKCaiNICAL DETAILS 

A forward rate policy is a much more elastic weapon than a Bank 
rate policy. The Bank rate cannot bo changed every day, and the 
minimum change is traditionally h per cent. Forward rates, how- 
ever, can be changed several times a day, indeed several times in an 
hour, and (^an be changed fractionally until the desired elTect upon 
the movement of funds is produced. 

A forward rate policy should operate both ways. It should be 
applied just as readily against an unwanted buying pressure as 
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against an unwanted selling pressure. Without necessarily being 
continuous, it should beconie part of the normal routine of (Vmtral 
Banking instead ot being reserved for major emergencies. 

Admittedly, the multiplicity of hiterest Parities often makes 
it impossible to adjust forward rates even a])proxiinately to the 
margin between all the various kinds of interest rates. In such 
instances forward rates must be adjusted to the margin between 
those interest rates which form the major basis of interest arbitrage. 

The authorities should be prepared to deal cither in swaps or 
outright. Since the syste»n would be applied only during periods 
of stability, the risk involved in outright operations would not be 
excessive. On many occasions it is not convenient to combine 
forw^ard operations with spot operations, and on such occasions 
the authorities should not be debarred by dogmatism from taking 
I’clatively moderate risks if necessary. 

(5) ACCMUJiHATION OH PKKVKNTTOX OK ADJl’STMKNT 

There is usually a natural tciuhmcy of forward rates to move in 
the right direction, and all the authorities would usually be called 
upon to do would be to accentuate, regulate and accelerate this 
tendcjHjy whenever necessary, or to moderate it on the occasions 
when it goes in an unwanted direction. 

In order to make the forward rate iiolicy reasonably eifcctivc, 
frequently it would not be necessary to cause the forward rate io 
appreciate or depreciate beyond its Interest Parities. Admittedly, 
a deliberate overvaluatioii or uiKlervaluation of the forw'ard rate 
would materially increase the cllect of the device on the movement 
of funds. In many instances, howover, it w'ould bo sullicient if the 
(.^entral Bank wore to take steps to keep forward latcs at their 
Interest Parities, adjusting them instanta-n(M)usIy to any changes in 
the Interest Paritic's. By such means, Central Banks would be in a 
position to neutralise almost completely (he cdTcct of a high or low^ 
Bank rate upon the international movement of f unds. I f the forw ard 
rates arc adjusted instantaneously to aii}^ (kanges in the relative 
level of interest rates, then there is no reason why cluinges in the 
margin between interest rates in two centres should lead to unwanted 
movements of funds through (covered interest arbitrage. 

In other instances the foiAvard rate policy would consist of pre- 
venting or delaying the natural adjustment of forward l ates to their 
Interest Parities. We have seen in the last chapter that, if the 
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Bank rate is raiscMl in order to aUraeL gold, tins end can only be 
attained if forward rates do not adjust tbcinselves too (jiiic^kly to 
tlicir (Langed Interest Parities. Intervention in the Forward 
Exchange market would liave to aim o(;(iasionally at preventing 
Inteiest Parities from working too smoothly. 

If a Central Bank reduces its rediscount rate in order to stimu- 
late home trade, and if it adjusts its forward rate to the new 
Tiitercst Parities, this would stop the outflow of funds through 
interest arbitrage with (covered excliangc, but it would not stop 
the withdrawal of funds on the part of those who do not consider 
it necessary to (jover the exchange risk. We saw in (Chapters XXI. 
and XXVII, however, that uncovered interest arbitrage docs not 
as a rule lead to gold movements, for the sim])lc reason that few 
arbitrag(;urs care to run the risk of taking uncovered commitments 
in an exchange which is at gold import i)oint unless the diilerence 
between interest rates in the two centres appears to make it worth 
while to take the exchange risk. In order fo make the forward 
rate policy more effective, it is advisable to adopt ]\lr. Keynes’s 
second pro])osal by widening the actual or j)otential margin between 
gold points. J.^y this means the risk attached to uru^overed interest 
arbitrage is increased, so that there is less likelihood of gold move- 
ments through arbitrage transactions which arc not directly 
aflected hy the forward rate policy. 

Even in such cinaimstances, gold movements caused by the 
repatriation of funds by the nationals of countries which had raised 
their Bank rate would largely escape the intiuence of the forward 
mio policy. Although such repatriations might not ai)pear profit- 
able on a strichly interest basis, they could nevertheless be brouglit 
about by a high Bank rate at home, owing to monetary stringency 
in the home market. Such repatriations, if they occur on a sulli- 
ctently large scale, would lead to an outflow^ of gold in spite of the 
efiorts of the Central Bank with the lower discount rate to adjust 
the forward rate to its Interest Parities. In order to prevent such 
an outflow' of funds it might be desirable to do more than merely 
neutralise the effect of the lower Bank rate by adjusting the forward 
ratns to tluur Interest Parities. A deliberate overvaluation of the 
Forw^ard Exchange would then lead to an influx of funds through 
covered interest arbitrage, and this w'ould neutralise the effect of the 
efflux of funds brought about by repatriation. 
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(0) rO-OKDTNATlON OP FORWARD RATE POLICIES 

If only one Central Bank were to practise a forward rate policy, 
its hands would be entirely free. Whatever rate it fixed would 
hold good in the world market, so long as it were prepared to 
operate to an unlimited extent at the official rate quoted. If, 
however, more than one Central Bank were to adopt the j)olicy 
of influencing forward rates, then complications would be apt to 
arise unless they were to co-ordinate the various policies through 
collaboration. It may well be asked what would happen if two 
Central Banks wanted to attract funds at the same time by over- 
valuing their respective Forward Exchanges. Let us suppose that 
both the Bank of England and the Bank of l<>ance want to provoke 
an influx of funds at a given moment, without raising the Bank 
rate. In that case, in the absence of co-ordination, the former 
would quote forward francs at a discount, while the latter would 
quote forward sterling at a discount. Thus at a given moment 
there would be two totally diltcrent rates cpiotcd for the forward 
sterling-franc exchange. On the basis of a sj)ot rate of, say, 105, 
and assuming identical interest rates in the two centres, the Bank 
of England would be a seller of forward francs at, say, lOfi, w'hile the 
Bank of France would be a seller of forward sterling at, say, 104. 
Both banks would be buyers of the spot exchange at 105, thus losing 
1 point on the transaction. As a result, any Englishman with any 
liquid resources at his disposal would transfer funds to Paris to 
benefit by the fiivourable forward rate paid by the Bank of France. 
At the same time, every Frenchman with liquid resoiu’ces at his 
disposal would transfer his funds to London to benefit by the favour- 
able forward rate paid by the Bank of England. Indeed, there is 
no reason why the same funds should not bo transferred and re- 
transferred over and over again. Arbitrageurs could become 
millionaires in twenty-four hours by buying forward francs from 
the Bank of England at 106 and reselling them to the Bank of 
France at 104. This process would continue until the resources of 
one of the Central Banks -or, what is more likely, its patience- 
had become exhausted. 

Evidently such an absurd state of atfairs would rule out the 
possibility of the i)ursuit of a forward rate policy by Jiiore than one 
Central Bank at a time unless co-operation could be established 
between them. The difficulty of establishing such co-operation 
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should not, however, be exaggerated. After all, similar working 
arrangements between the various Exchange E(|ualisation Accounts 
already exist in the spot market. If the Bank of Fraiuje were to 
peg the sterling-franc rate at 105, while the Bank of EnglaiuPs rate 
at the same time was 105-05, it w'ould give rise to a good deal of 
profitable exchange arbitrage between l.<()nd()n and Paris. In 
practice such situations never arise, because, whenever both Ex- 
change Equalisation accounts operate simultaneously, arrange- 
ments are made to peg the spot rale at the same figure in both 
Ijondon and Paris. There should be no difficulty in coming to a 
similar understanding about fixing forward rates. The only difli- 
culty inight conceivably be that of reaching agreement upon frequent 
changes of forward rates. Even this would not be unduly difficult 
if only two Central Banks pursued a forward rate policy, but com- 
plications might arise if there were more than two banks operating, 
and this might lead to a reduction in the number of changes. 


(7) CLASH OF POLICTBS NOT TNEVITAULK 

A situation in which two Central Banks each wanted to attract 
funds from abroad at the same time is not new and is not special to 
the forward rate policy. Such situations have arisen in the past, 
and have led to competitive increases in Bank rates, the increase in 
one centre cancelling out the effect of the increase in the other. 
During the period of post-war stability there was, however, a certain 
amount of collaboration between (kmlral Banks regarding their 
Bank rates. Admittedly, this collaboration did not amount to 
very much, but it wtis sufficient to indi(^atc its feasibility. There is 
reason to suppose that it would be easier to reach agreement upon 
forw'ard rate policy than upon Bank rate policy. After all, the 
Bank rate policy affects the internal as well as the international and 
monetary situation of the countries concerned, w^hile the direct effect 
of the forward rate policy is conlined to the international monetary 
situation. The interests at stake arc less vital and less conflicting. 
While it is too much to expect a country to i)ursuc a Bank rate 
policy which would accentuate depression or speculative boom, 
merely to please another country, it is easier to come to terms on the 
basis of give-and-take w hen all that is at stake is the direction of the 
international flow of funds. 

A situation in which two of the major countries -it would 
be sufficient if the forward rate policy of leading countries were 
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co-ordinatocl — wanted to attract funds by causing their forward 
rates to appreciate at the same time would be exceptional. Much 
more frequently their interests would be more or less identical. It 
usually happens that when one country wants to attract funds 
another country wants to defend itself against an unwanted influx. 
In such circumstances it is easy to establish collaboration between 
the two countries. In 1927, for instance, when the United States 
authorities were prepared to lower their Hank rate in order to divert 
pressure from sterling, it would have been easy to arrange for the 
Bank of England to be a buyer of forward sterling at an artificially 
high level, and for the Federal Reserve Bank of New York to be a 
seller of forward dollars at an artificially low level. The result 
would have been much more satisfacitory than the reduction of the 
Bank rate was, since it would not have encouraged speculation in 
Wall Street, while it would have assisted sterling to at least the 
same extent as did the reduction of the Bank rate. Again, in 1929, 
it would have been easy to establish co-operation between Jjcmdon 
and New York, and to pursue a forward rate policy designed to 
discourage the flow of funds from London to New York. Similarly 
in 1930-31 there possibly would have been no insurmountable 
difficulty in establishing collaboration between London and Paris 
upon a forward rate policy to discourage the flow of funds to the 
latter centre. While the British and French authorities were unable 
to agree whether the flow should be stopped by an increase of the 
British Bank rate or by a reduction of the l^'rench Bank rate, tlie 
considerations which made agreement on this point difficult would 
not have operated regarding the forward rate policy. 


(8) CO^^TROLLEl) V. UNC0^4 TROLLED FORWARD RATES 

For the purpose of forward rate policy, it is sufficient if the 
Central Banks operate in two or three major exchanges. There is 
no need, from a monetary point of view, to deal in all currencies, 
even though this may appear desirable from a commercial point of 
view. Admittedly, if the forward franc and the forward dollar are 
controlled, while forward guilders, Swiss francs, etc., are allowed to 
fluctuate freely, these latter rates would express the normal and 
natural tendencies at work. This might lead to some interest 
arbitrage between the minor centres and l^ondon, but there is no 
reason to suppose that such movements would be sufficient to inter- 
fere with the results of the forward rate policy. Should the disturb- 
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ing movements neveitheless prove to be strong, then it might in 
given circumstances l)ecome expedient to extend the ollicial opera- 
tions to the Forward Exchanges of other coimlries. 

If the choice lies between increasing tlie artificial character of 
the major Forward Exchanges, in order to counteract arbitrage 
with minor centres, and increasing the number of cuiTenci(\s in 
whuih the authorities operate, the second alternative appears to be 
preferable. In tliis respect the position is somewliat dilTerent from 
what it is with control of spot rates. If one of the spot exchanges 
on a gold basis is controlled, then all the other gold currencies are 
indirectly controlled, as their fluctuation is confined to the margin 
between gold points. As, however, the working of the gold points 
is not necessarily eftc(;tivo for forward rates, it is not sufficient to 
peg the forward rate of one gold currency in order to peg the 
forward rates of them ail. The rpiestion whether the authorities 
should operate in the major currencies only, or also in a number of 
minor currencies, is an involved one, and a definite answer can be 
given only on the basis of experience. What matters is that in this 
respect, as in many others, the attitude of the authorities should 
not be guided by any too rigid preconceived rules, but solely by 
considerations of practical expediency. 


( 9 ) LONO AND SHORT FORWARD RATKS 

The same may be said of tlie (piestion whether the authorities 
should deal for three months only, or also for shorter periods. If 
the rate for three months is controlled, while the rates for shorter 
periods are allowed to take care of themselves, abnormal dis- 
crepancies arc bound to arise, and may lead to unwanted movements 
of funds through arbitrage. If three months' forward sterling is 
artificially overvalued compared with its Interest Parities, while 
one month’s forward sterling is undervalued, then c;onceivably 
funds may be transferred to Jjondon for investment for three 
months, but those who want to invest their resources for only one 
month will prefer to shift them from London to New York. To 
avoid this, it might be worth while to operate lor all dates up to 
three months, or at any rate in a number of key dates. Here, 
again, it would be a mistake to put forward any definite rules : tlie 
only object in raising the point is to indicate in a broad way the 
problems with which the authorities in charge ot a torward rate 
policy would have to cope. 
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It would be idle to minimise the eomplicatioiis that would 
inevitably accompany the execution of a forward rate policy. Day 
after day many a thorny problem would have to be solved by those 
in charge. This is the reason why it is essential that they should 
be acquainted with the technique of Forward Exchange operations 
and that at the same time they should be in a position to appreciate 
the broader implications of their policy. Unquestionably, it is 
much easier to abstain from a forward rate policy altogether than 
face the complications which siuih a policy would involve. Unfor- 
tunately for Central Banks, the golden days when the gold standard 
looked after itself are over. Central Ihinks would be shirking 
their responsibilities if, merely for fear of complications, they were 
to abstain from using a device by which the efficiency of their policy 
could be increased. 
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CHAPTER XLV 


THE PHILOSOPHY OF FORWARD EXCHANGE 

( 1 ) SOME F17]SIDAMENTAL QlTESTIO^'S 

To reassure the reader, 1 liasten to point out that 1 do not intend 
to follow the example of Mr. Dennis Hradley who fastened his 
philosophical system, such as it is, on a sartorial peg. Although 
Forward Exchange would provide quite as suitable a peg to hang 
one’s philosophical principles upon, I intend to do nothing of that 
kind. The philosophy which wc shall here discuss will be strictly 
relevant to Forward Exchange. The reader must have noticed 
in various chapters that a number of points raised go far beyond 
the boundaries of technical discussion, or even those of the theo- 
retical discussion of detail, and raise (piestions of fundamental 
economic i)rinciplcs. It is these points which 1 propose to re- 
capitulate, and to some extent ex])and and (^jinpletc, in the present 
chapter. 

Is Forward Exchange the great international equaliser, or 
is it the disturber of international monetary equilibrium ? Does 
the system make for stability or instability ? Docs it serve 
as a shock-absorber, or does it provoke the shocks ? is it the 
highest manifestation of automatic currency, or does it reduce the 
autor)iatic system to absurdity ? Is it a mere technical device, or 
has it become one of the fundamental factors of the whole monetary 
system i {Should its development be encouraged or discouraged ? 
Is it to be allowed to take its course, or is it to be controlled ? Is 
it an alternative to monetary stability, or is it a mere palliative ? 
Does it tend to divert the flow of funds to the right channels or to 
the wrong channels ? 

These questions, raised or implied in various chapters of this 
book, give an idea of the scope of the philosophy of Forward 
Exchange. They involve the discussion of such fundamental 
questions as Isolationism v. Internationalism, Laissez-faire v. Inter- 
vention, economic optimism i\ economic pessimism, etc. In the 
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sphere of the theory of Forward Exchange, as in most other splieres, 
f here is (he elfisli between the orthodox and unorthodox viewpoints, 
though tins is not realised by most writers on the subject. This 
accounts for the fact tliat in some instances unorthodox conclusions 
have been inferred from orthodox premises, and vico. versa. 


( 2 ) TIIK THEORY OF PERFECT COMPENSATION 

According to the orthodox school, the Forward Exchange 
system is one of the many channels through which everything in 
e(H)nomic life tends to work out to the best advantage of mankind, 
so long as there is no interference with the working of the natural 
teiuhiiicies. Forward Exchange is regarded as a means by which 
a “ solidarity ” between international money markets may be 
established, both in the sense of securing a uniformity of the inter- 
national level of interest rates and in the sense of secairing the 
movement of funds from centres where capital is abundant to 
centres where capital is scarce. As we pointed out in (Jhaptcr XXI, 
the classical theory that forwTird rates are determined b}^ their 
Interest Farities is based upon the philosophi(^al belief that there 
is in the international money market, as in the economic field in 
general and in nature itself, a tendency towards automatic (;om- 
ponsation. Ac^cording to the internationalist vicwpohit, the ideal 
state of affairs would bo that in which interest rates were the same 
all over the world. Since this is at present im[)ossiblc — and it is 
doubtful whether it will ever be possible -owing to differences in 
the degree of security, in the relation between supply and demand, 
etc., the next best thing is to have an automatic ecpialiscr which, 
added to or deducted from the local interest rates prevailing 
ill the various centres, would produce in every (uisc the same result. 

Ill otlier words, the conception of perfect com|)ensation means 
that forward rates are supposed to tend to adjust themselves to the 
ligure at which they are equal to the discrexiamnes between interest 
rates in the (centres (joruieriied. The development of the Forward 
Exchange system is tlius supposed to have provided the means by 
which the gaps between internal levels of interest rates are auto- 
matically filled. Accordingly, short-term interest rates are sup- 
posed to be practically identical at any given moment in all leading 
centres, if we allow for the terms at which the exchange risk can be 
covered through Forward Itlxchangc operations. Although the 
believers in this theory recognise the existence of discrepancies 
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between forward rates and their Interest Parities, they are inclined 
to minimise their importance, and to regard tliem as “ temporary ” 
deviations. Above all, they regard Forward Excliangc as an essen- 
tially passive factor whose object is to level out discrepancies be- 
tween interest rates, and do not realise that very often it is an active 
factor. From this point of view, the prevalent theory of Forward 
Exchange is as inadequate as the theory of su])ply and demand was 
in the early stages of economic sc.iencje, when it was thought that 
prices were determined by the relation between sup])ly and demand, 
in a purely static sense, without themselves reacting upon those 
two factors. 

( 3 ) FORWARD EXOKANOE, C^REATOR OF ANOMATJES 

The moment it is realised (a) that there can be substantial and 
lasting discrepancies between forward rates and their Interest 
Parities, and (h) that forward rates themselves are apt to affect 
their Interest Parities, the theory that Forward Exchange is a 
passive means of automatic international (compensation collapses. 
As we have seen in Chapter XX 1, and in various other parts of this 
book, even in normal conditions there are at times lasting dis- 
(‘repancics, while in abnormal conditions these discrepancies tend 
to assume spectacular dimensions. The Forward Exchange system 
thus fails in its “ duty ” of compensating the difTerence between 
national levels of interest rates. Indeed, it often goes so far as 
actually to exaggerate these differences. In given circumstances 
it tends to ac(!entuate the rise of interest rates in centres when', their 
level is already high, and it tends to lower int(>rest rates in centres 
where they are already low. From this point of view, the free 
working of the normal tendencies inluwent in the Forward h]xchange 
system, so far from establishing equilibrium in the international 
money market, at times tends either to produce disequilibrium or 
considerably to accentuate existing disequilibrium. 

The same conclusion is reached when we examine closely the 
theory that Forward Exchange tends to lead to a movement of 
capital from (.centres whore funds are plentiful to centres where they 
are scarce. This doubtless hap])ens in (certain circumstances, when 
the existence of an exchange risk would otherwise deter owners of 
liquid funds from shifting their balances abroad for the sake of 
higher interest rates. On the other hand, circumstan(‘es frequently 
arise in which the operation of the Forw^ard Exciiange system 
leads to a How of funds from the centre where money is scarce 
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and dear to the centre where money is jilentiful and cheap. For- 
ward rates are apt to disturb the “ solidarity ” of the inter- 
national level of interest rates no matter what the nature of the 
discrepancy between forward rates and their Interest Parities. They 
lead to movements of funds in an unnatural direction only if the 
forward rate of the currency of a country suffering from scarcity 
of funds becomes undervalued, or if the forward rate of the currency 
of a country with a cheap and plentiful money supply becomes 
overvalued. Should the reverse be the case, the Forward Exchange 
system will stimulate the movement of funds in the right direction. 


(4) OKTHOnOX Ol’TIMISM UN.JIJST1FIED 

The next question to answer is whether the Forward Exchange 
system makes for stability or instability of the international and 
internal value of currencies. Here .again, the orthodox conception 
is inclined to err on the side of optimism. It assumes that the 
existence of Forward Exchange facilities, by spreading the pressure 
on the (uirrcncy over a long period, tends to level out fluctuations. 
At the same time the laissez-faire school is inclined to minimise the 
effect of speculation in Forward Exchanges upon the spot rates. 
We have seen in Chapters XXIIT and XXIV, however, that very 
often tlie Forward Exchange system works in an oi)])osite sense. 
An adverse trade balance is apt to be aijcompanied by an outflow 
of covered arbitrage funds, which tends to accentuate the effect of 
the .adverse balance upon spot rates. As for the theory that 
speculation can affect forward rates only, we have seen in Chapter 
XXV that, through various ways, but especially througli the work- 
ing of interest arbitrage, a speculative depreciation or appreciation 
of Forward Exchanges is apt to react upon spot exchanges. It is 
therefore difficult to escape the conclusion that, if Forward Ex- 
chcanges arc allowed to take care of themselves, they very frecpiently 
impair the stability of the spot exchange, instead of licljiing to 
maintain it. 

On the question of the effect of forward rates u])on prices, we 
have seen in (luipfer XXII that at times when the premium or 
discount is abnormally wide it tends to influence the price level. 
Although in the majority of cases this influence is in the right direc- 
tion, tending usually to reduce the disequilibrium between Pur- 
ch.asing Ik^vvcr Parities and exchanges, in given circumstances it is 
none the less unwelcome to the countries concerned. It may be 
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said that while, in normal conditions, the Forward Exchange system 
generally provides a useful shock-absorber, in abnormal conditions, 
when a shock-absorber is particularly needed. Forward Exchange 
creates or exaggerates shocks rather than absorbs them. It is thus 
not justified to (ute the working of the Forward Exchange system as 
an argument to support the orthodox theory of economic optimism. 

( 5 ) COMPLICATIONS AND ANOMALIES THROUGH 
IMPERFECT ADJUSTMENT 

With the development of the Forward Exchange system the 
automatic currency system has doubtless attained the most ad- 
vanced phase of its development. It has become a highly involved 
and extremely sensitive organisation. The question is whether the 
complicated nature and extreme sensitiveness of the system does 
not reduce it to absurdity. The fact that forward rates are exposed 
to a variety of conflicting influences, and that these influences, 
through the intermediary of forward rates, are apt to lead to a variety 
of unwanted reactions upon spot rates, prices, interest rates, etc., 
appears to strengthen the case for intervention. Far from being a 
mere technical device, the Forward Exchange system has become 
one of the fundamental parts of the whole monetary system, and 
should be recognised as such. Scientific monetary management 
cannot be adec^uate if such an essential part of the monetary system 
is left to its own devices. 

The science of Forward F^xchange is a science of anomalies 
created by imperfect adjustment. The development of the system 
is one of the factors which is calculated to reduce laissez-faire to 
absurdity, instead of providing another argument to justify it, as 
the orthodox school believes. If allowed to take care of itself, the 
Forward Exchange system is apt to exert a destructive influence. 
This being so, the ({uestion arises whether the development of the 
system should be eiujouraged or discouraged. Under the existing 
system of international trade and transfers its existence has, 
however, become indispensable. In any case, the existence of the 
system is an accomplished fact. Although it is possible to suppress 
Forward Exchange by means of drastic exchange restrictions, this 
would constitute a far higher degree of intervention than the mere 
official regulation of forward rates. Thus, even from the standpoint 
of orthodox principles, the regulation of Forward Excfiarige should 
be regarded as a smaller evil than its total suppression. 
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(6) AN ALTERNATIVE TO STABILITY 

Another question of fundamental importance is whether the 
Forward FxcJiange system provides, or should provide, an alterna- 
tive to international exchange stability. The answer is in the 
negative. As we have seen in Chapter XTT, Forward Exchange 
hieilities cannot possibly eliminate all risk due to fluctuating 
exchanges. At the same time they can considerably reduce the evil 
effect of exchange Huctuations on trade, and can render inevitable 
fluctuations tolerable. Even though the existence of Forward 
Fxchangc facilities does not compensate trade for the absence of 
monetary stability, it certainly provides a mitigating factor. In 
the balance-sheet of arguments for and against stabilisation it 
might in given circumstances turn the balance against the decision 
to make sacrifices and put up with the inconveniences of a 
premature stabilisation. The improvenumt of commercial Forward 
Exchange facilities through intervention would go a long way 
towards strengthening the argument against stabilisation in 
diflicult circumstances. 

What is even more important in the long run, the existence 
of adequate Forward Fxchange facilities for trade considerably 
strengthens the argument in favour of a more elastic system of 
stabilisation than that which existed before the war or between 
li)25 and 1!).‘U. While tirade is apt to suffer considerable incon- 
venience, in spite of the existence of im])rovcd l^'orward Exchange 
facilities, if fluctuations are within a range of, say, 2o fier (;ent, the 
existence of Forward Exchange facilities minimises the incon- 
venience of fluctuations within a range of, say, 5 per cent. 

Left to take (^are of itself, the Forward Exchange system con- 
tains all the virtues and vices of economic liberalism. The (juestion 
is whether its virtues could be accentuated, and its vices minimised, 
by judicious intervimtion. We yiroposi^ to show, in the next 
chapter, that an affirmative answer can be arrived at both from the 
point of view of the isolationist theory and from that of the inter- 
nationalist theory. 



CHAPTER XLVl 


TSOLATIONISM y?. INTERNATIONALISM TN RELATION 
TO FORWARD EXUllANOE 


(1) niK-WvMl S()Lrj)AIiTTV ” OF MONEY MARKETS 

According to the toa(;hing of tlie nineteenth century scliool of 
liberal economists, the ultimate end of economic evolution is to 
demolish barriers that exist between countries, and, From an eco- 
nomic and financial point of view, to convert the wiiole world into 
one large (iountry. In the monetary sphere this internationalist 
concejrtion has not pi'ogressed so far as it did in the economic sphere. 
VV^hile liberal economists advocated the abolition of customs 
barriers, they regarded the idea of an international currency as 
Utopian. In the monetary sphere, their goal was such a free How' 
of funds as would level out the demand for capital and its supply in 
various countries, leading to a high degree of uniformity of interest 
rates. The idea of the “ solidarity ” of money markets, so ably 
expounded by N. E. Weill, ^ gained considerable popularity before 
the war, and tliere can be no doubt that, had the twentieth century 
been as stable a period as the nineteenth century, progress would 
have been made towards a levelling-up of interest rates. Hut for 
the war of li)14, the number of currencies stabilised on an effective 
gold basis would have increased, and the reduction of the cost of 
gold shipment w ould have narrowed down the range of exchange 
fluctuations, and also the range of difference between intercist rates 
in various centres. 

The ‘‘ solidarity ” of money markets implied before the war an 
absence of interference with the movement of funds and ol gold. 
If money was tighter in one centre than in another, the higher 
interest rates prevailing there should necessarily have been allow'cd 
to produce their effect in the form of gold movements. 

1 N. 10. VVoill, Die Solidaritdt der GeMnidrkte. 
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(2) CO^JFLICTING CONCEPTIONS 

This view was not accepted universally as the basis of monetary 
policy. We have seen in Chapter XXXVI that the Austro- 
Hungarian Bank, instead of playing the “ gold standard game ”, 
adopted the device of forward rate policy in order to isolate its 
money market from the world trends. On a much larger scale, the 
Bank of France pursued the same policy before the war, but with 
totally different devices. While the Bank of England did not 
hesitate to allow gold to leave the country to relieve the tension in 
another c.entro, the monetary policy of the Bank of France aimed 
at preventing external inffuences from affecting internal monetary 
and trade conditions. Thus the conflict between internationalist 
and isolationist conceptions already existed before the war. The 
Austro-Hungarian Bank had resorted to intervention in the For- 
ward Exchange market in the course of its isolationist policy. 
That, however, docs not necessarily mean that intervention is 
synonymous with isolationism, or that laissez-Jaire is identical with 
internationalism . W e liave seen that after the war international ism 
assumed the form of co-operation between (.-entral Banks, which 
(jonstitutes a relatively high degree of interference with normal 
tendencies. 

After the war, and especially after the crisis of 1031, the isola- 
tionist conception has made considerable headway in most countries. 
Every attempt at the management of the gold standard, whether 
through sterilisation of an influx of gold or efforts to avoid a 
contraction of credit in consequence of an eflliix, constitutes an act 
of isolationism. While before 1914 the internationalist conception 
was predominant, since 1931 isolationism has reigned supreme. 
Even among theoretical economists there are few left who still 
advocate, as the supreme goal, a return to the automatic gold 
standard in the interests of monetary internationalism. Such 
internationalism as has survived the crisis mainly takes the form of 
suggestions for monetary collaboration between the countries, 
instead of suggestions for the demolition of the monetary barriers 
between them. 

Two questions arise in relation to this isolationism v, inter- 
nationalism controversy. One is whether the system of Forward 
Exchange, as it exists, makes for isolationism or internationalism. 
The other is whether any official interference with the system of 
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Forward Exchange could or should further the object of isolation- 
ism or internationalism. 


( 3 ) ISOLAT[0?JIS]\r AND PERFECT (COMPENSATION THKORV 

Those vvlio believe that the adjustment of forward rates to their 
Interest Parities is automatic and instantaneous are, (jonsciously or 
otherwise, supporters of the theory that Forward Exchange tends 
to isolate money markets from one another. While in the meta- 
physical sense it fills the gajxs between interest rates, and there- 
fore, according to this theory, creates a uniform international level 
(jf interest rates, in the physical sense it tends to perpetuate the 
gaps between interest rates. If the only result of a change in the 
Bank rate in one centre is a corresponding adj ustment of the forward 
rates without any movement of funds, then the existence of For- 
ward Exchange facilities prevents a flow of funds which would 
otherwise take })lace, and which would otherwise tend to reduce the 
discrepaiKiy between interest rates in the two centres. 

This theory, however, does not correspond to reality. As we 
saw in Chapter XiX, the adjustment of forward rates to changes in 
their Interest Parities is neither automatic nor instantaneous. 
While, admittedly, it is to some extent psychological, to a consider- 
able extent it is also ?nechani(‘al. Thus the mere (diange in Interest 
Parities d(3es not, as a rule, lead to a corresponding change in 
forward rates unless and until a certain amount of funds is trans- 
ferred through interest arbitrage. Thus, even in normal condi- 
tions, the operation of the Forward Exchange system docs not 
prevent that international flow of funds which tends to reduce the 
differencjo between interest rates in various centres. Even if we 
were to admit that the adjustment is automatic to the extent of, say, 
50 per cent or 75 per cent, there would still remain 50 per cent or 
25 per cent to l)e adjusted by the transfer of funds. It is therefore 
entirely wrong to assume that the normal operation of the Forward 
Exchange system prevents international traiisfers which would 
otherwise tend to ecjualisc interest rates in various centres. 

( 4 ) FORWARD RATES AND GOLD MOVEMENTS 

The fact is that the functioning of the Forward Exchange 
system in normal conditions tends to lead to the levelling-up of 
interest rates exactly because imperfect compensation leads to 
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international gold movements. This question was discussed in 
detail in Chapters XXi and XXVJI, where I endeavoured to prove 
that the development differences between interest rates in two 
countries can lead to gold movements mainly because forward 
rates do not adjust themselves automatically and instantaneously 
to changes in their Interest Parities. If adjustment were perfect, 
the volume of gold movements from centres with low interest rates 
to (centres with higher interest rates w^ould be much smaller. And 
since it is largely through the gold movements that interest rates 
in cheap money centres tend to rise and those in dear money centres 
tend to fall, the imperfecjt adjustment of forward rates to their 
Interest Parities is in reality a factor which in normal conditions 
works towards monetary internationalism. 

We must be careful to distinguish the substance from the shadow. 
The fact that discrepancies exist even in normal conditions spoils 
the picture of a i)erfect international level of interest rates, with 
the gaps between different local rates neatly filled by forw ard rates. 
The really important substance of the matter, however, is that in 
normal conditions the existence of these very gaps tends to bring 
about an actual Icvelling-up of interest rates in various centres. 


( 5 ) FORWARD RATE POLIO V, ISOLATIONISM AND 
INTERNATIONALISM 

If the isolationist theory of the Forward Fxchange system were 
correct, the (iase in favour of intervention in order to isolate tlie 
national money market from international influences would be very 
weak indeed. Why, after all, if we want to avoid capital move- 
ments should w e intervene if, in the normal course of things, forward 
rates tend to settle exactly at the figure at which they succeed in 
preventing a low Bank rate from causing an outflow of funds and a 
high Bank rate from causing an inflow of 1‘unds ? Unless, of course, 
it happens to be oui’ object to attract gold with the aid of a high 
Bank rate, or to reduce the gold stock with the aid of a low Bank 
rate. We have seen that the theory that the working of the For- 
ward Exchange system in normal conditions tends automatically to 
isolate the money markets from each other is entirely wrong ; and 
it is largely because it is wrong that a strong case can be made in 
favour of intervention, whether if wc want to avoid gold movements 
or to stimulate them . Thus the thcoreti(?al basis of the proposed for- 
ward rate policy is the mechanical conception of Forward Exchange, 
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by which the acljiisiinciit of forward rates to their Interest Rarities 
takes place largely in (jonsecpiencc of actual transfers of funds. 

Evidently a forward rate ])olicy can serve the purpose of nionc- 
tary isolationism, if it artificially lixes forward rates at the level 
at which they effectively prevent the international movement of 
funds caused by discrepancies between interest rates. This, liow- 
ever, docs not necessarily mean that intervention can only serve 
the purpose of isolationism. All depends upon the circumstances 
in which the intervention is undertaken. If the discrepancy be- 
tween forward rates and their Interest Parities is of such a nature 
as to cause the funds to move in the right direction — that is, from 
the centre with lower interest rates to the centre with higher interest 
rates — then intervention aiming at the elimination of that dis- 
crepancy serves the pur[)ose of isolationism. If, however, the dis- 
crepancy is of such a nature as to cause funds to move in a wrong 
direction, then intervention aiming at the elimination of that dis- 
crepancy is by no means incompatible with an internationalist 
monetary policy. 

Let us take the example of France during 1935 and 1930, when 
the undervaluation of the forward franc compared with its Interest 
Parities resulted in a heavy outflow of funds in spite of the fact that 
interest rates in Paris were considerably higher than in London or 
New York. Had the FreiUfh authorities chosen to intcrv(*nc in 
order to chock this movement by causing the forward iVanc artifi- 
cially to appreciate to its Interest Parities, this could not have been 
legarded as an act of monetary isolationism. After all, it is not 
in acjcordance with monetary internationalism tliat funds should 
be allowed to flow h-eely from the market with higher interest lates 
to the market with lower interest rates. Such a movement, if 
allowed to take place undisturbed, tends to accentuate the differ- 
eiKje between interest rates, which is exactly the o])positc goal to 
that sought by monetary internationalism. 


(()) KOKWAKI) LXeUANOn A SOUKOK OK ANOMALY KNDKK 
LAlSSb:Z-VAlliK 

The theory that Forward Exchange, if allowed to take (‘are of 
itself, tends to make funds flow in the right direction, is as 
untenable as the one whicdi declares that they tend to check the 
flow of funds altogether. The truth is that, under laissez-faire^ 
Forward Exchange very often tends to influence the flow of funds 

2 F 
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in the wrong direction. It is therefore possible to justify intervention 
both from the isolationist and from the internationalist point of 
view, according to the circumstances. This is true not only in 
abnormal conditions such as existed in France during 11)35 and 
1936, but also in reasonably normal conditions. 

It is a mistake to imagine that a forward rate policjy can be 
applied only for the purpose of keeping money cheap without 
thereby causing an unwanted outflow of funds, or for the purpose 
of keeping money dear without thereby attracting unwanted funds. 
Its use for these purposes would be in accordance with tlie prin- 
ciples of isolationism. The forward rate policy, however, can be 
applied in normal conditions in accordance with tlic jirinciplcs of 
monetary internationalism, to stimulate the movement of funds 
from centres with low interest rates to centres with high interest 
rates. It is conceivable that a centre with a low Bank rate, far 
from being afraid of losing funds, may wish to cn(M)uragc an elllux, 
either because the funds are not wanted in the country or because 
the authorities want to assist countries which are in need of an 
influx. Let us take the example of the United Slates. The interest 
obtained upon short-term investments in New York is, at the 
time of writing, practically nil. Notwithstanding this, during 1935 
and 1936, there has been a flow of short-term funds for interest 
arbitrage from London to New York, owing to the yield on the 
swap. This influx is supposed to be unwelcome to American banks 
and to the United States authorities. They cannot defend them- 
selves against it by a further reduction of interest rates, I’or Ihink 
rate is already down at the low record figure of U per cent, 
and the banks cannot allow on their foreign balances less than 
nothing — unless they resort to the bold innovation of allowing a 
negative interest rate. 

(7) INTERVENTION NOT INrOMPATlBLE WITH INTERNATIONALISM 

A much less revolutionary alternative, and one which would 
probably be more effective, would be the application of a forward 
rate policy. It would not require much effort by the United States 
authorities to cause an artificial depreciation of forward dollars, 
thereby checking the influx of arbitrage funds and even causing an 
efflux. By so doing they would not bo guilty of isolationism. On 
the contrary, they would serve the cause of internationalism, by 
diverting funds from the cheaper to the dearer centre. 
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Similarly, the autliorities of a country wlicre money is dear could 
hardly be accused of isolationism if they sought to attract funds by 
means of a forward rate policy. This, as we have seen, was actually 
done by the Austrian National Bank Jind other Central Banks after 
the war, and led to a gradual decline of abnormally high interest 
rates, in accordance with the wishes of moiujtary internationalists- 
It is therefore evident that intervention in the form of a forward 
rate policy can ecpially serve the purposes of isolationism and inter- 
nationalism. This fact is so obvious that the advocates of monetary 
internationalism have no excuse for overlooking it. Admittedly, 
a recognition of this fact would confront them with a situation of 
divided allegiance. On the one hand, as good orthodox economists 
or bankers, they are oj)posed to every kind of ollicial intervention. 
On the other hand, they are in favour of a more even distribution 
of the workrs financial resources, and of a Icvclling-out of dis- 
crepancies between interest rates. In many cases these two desires 
come into conflict with each other, since, as we have shown ai)ove, 
it is only through intervention that the aim of redistributing 
financial resources and levelling-out interest rates can be secaired. 
The question is whether this school of thought attaches more 
importance to its doctrinaire o])])osition to intervention than it 
does to the practical advantages of a more even distribution of the 
world’s finaiuaal resources. 
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(I) WILL THE EOKErON EXCIFANOE SYSTEM DISAPPEAR ? 

IJavjno dealt with the development, practice, principles and policy 
of Forward Exchange, it only remains for us to examine tlie future 
pros])e(;ts of the system. Since it is part and parcel of tlie Foreign 
Excliangc system as a whole, its fate is largely, though not exclus- 
ively, deternnned hy the i’uture of the Foreign Exchange market. 
In this respecit, 1 have on various occasions expressed my linn 
convi(?tion that, in the long run, the international transfer of 
funds through the Foreign Exchange market will be replaced by 
the more rational system of international Exchange Clearing.^ If 
and when this (^iiange takes pla(?o, tlie Forwai’d Exchange system, 
in the form in which we know' it today, will also have to disappear. 

The fact that I hold this view does not moan, howcv'cr, that I 
cxiiecd. an early abolition of the Foreign Exchange market, and with 
it the I<\>rward Exchange system. On the contrary, the (chances 
are tbat the system of Foreign Exchange will survives for many 
years to come, more or less in its present Ibrm. As 1 liave em- 
phasised in all my writings on the subject, the world today is not 
yet ri])e for the universal and iiermanent adoption of the Exchange 
Clearing system. It is highly probable that, when conditions 
become less disturbed, the existing Exchange Wearing arrangements 
will be abolished. The system will not be restored until the next 
major international financial crisis, and even then it will not 
necessarily come to stay. Possibly it will rc({uire a scries of crises, 
extending over many de(;adcs, to convince the world of the wisdom 
of adopting a rational system of international transfers, and to 
improve the Exchange (Clearing system, through trial and error, 

' For doiailn the reader ia referred to my book The Evrehamje Clearing System 
(Macmillan, 193G) and also Exchange Control (Macmillan, 1934), chaps, xiii. and xiv. 
and Monetary Eeform in Theory and Practice (Kogan Paul, 1936), chaps, xxxvi. and 
xxxvii. 
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sufficiently to make it acceptable as a permanent institution. 
Meanwhile, Foreign Excliange in general and Forward Exchange in 
particular will continue to exist for a long time. Were I not con- 
vinced that this will be the case, I should not have? taken the 
trouble to write a book on Forward Exchange, even though it miglit 
be of some historical interest to future students alter the universal 
and permanent adoption of Exc^hangc Clearing. 

(2) XO KARLY STARILISATIOX 

From the point of view of the future of Forward Fx(4iange, a 
question of greater immediate interest than the ultimate |)rospects 
of the Foreign Exchange system is whether or not the exchanges 
are likely to be stabilised in the near future. With the restoration 
of stability, the im])ortance of Forward Exchange would inevit- 
ably decline, especially if there were contidonce in the stability of 
currencies. Sliould the gold standard be restored in the leading 
countries in the course of the next year or two, and should it he 
o])erated successfully, the volume of Forward Exchange business 
would inevitably decline, and with it the widespread interest in 
the subject that has manifested itself since 1031. 

The gold standard is, however, not likely to be restored in the 
near future. Meanwhile, requirements for Forward Exchange 
facilities will remain as they are at the time of writing. Tt was 
believed until recently that the devaluation of the ({old Bloc- 
currencies would reduce public interest in Forward Exchange. The 
fact, however, that live weeks after devaluation th(5 discount on 
forward francs was once more at 12 per cent per annum for three 
months and at the ])anic level of 25 per cent per annum for one 
month speaks for itself. In s[)ite of the devaluation of September 
1930, the Forward Exchange market has remained lively and from 
time to time rates have still tended to become spccdacular. The 
increased demand for foiwvard facilities is likely to remain for a long 
time to come. 


(3) EFFECT OK STABILISATION 

In any case, it would be a mistake to exaggerate the extent to 
which stabilisation, Avhen it does come, will rediu^e the demand for 
Forward Exchange facilities. Prior to 1925 most ])eo])le thought 
that, once the major currencies w'cre linked to gold, the Forward 
Exchange m«arket w'oiild disappear. Experience betw een 1925 and 
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1931 proved this prophecy to be wrong, but that may not prevent 
the prophets from falling once more into the same error. Even 
after the gold standard is restored, stability will be looked upon 
with sus2)i(?ion for some years, so that in any case the Forward 
Exchange market is not likely to suffer eclipse on this account. 
Moreover, it is conceivable that the stabilisation system that 
emerges from the melting pot may not b(5 the automatic gold standard 
of pre-war days, nor the managed gold standard of 1925 to 1931, 
but a totally different system in which parities will not be fixed 
rigidly. Possibly, in accordance Avith Mr. Keynes’s suggestion, 
thercj will be a wider margin fixed between gold points, in which 
case the range of })ossiblc ffuctuations will be wider than it was 
with the gold standards of the past, and the exchange risk, even in 
normal conditions, will be greater. Such an arrangement would, of 
course, make Forward Exchange facilities even more necessary than 
they were in the period from 1925 to 1931. It is also conceivable 
that when the leading countries decide upon stabilisation it will bo 
on the understanding that the (Jovornments reserv^o the right to 
adjust tlieir parities in lace of persistent and sweeping pressure. 
This is the system that exists at present in the United States, where 
the President has the right to vary the gold value of the dollar 
between 50 and fiO |)er cent of its former gold value ; in France 
where the gold content of the monetary unit (?an be changed by 
decree within 43 and 49 milligrammes of gold ; and in several other 
countries. Fven if the (lovernmenls were not to avail themselves 
of such rights for years, under such a system there would be more 
inducement to cover the exchange risk than under a system in 
which it is the declared policy of the (Jovernment to defend the 
existing gold parity to the last dro]) of its blood. 

1 1 remains, of coiirsc, to be seen whether under the existingsystem 
the authorities would allow the demand for forward facilities to be 
satisfied. It is conceivable that we may witness an extension of 
exchange restrictions which would paralyse Forward Kxchange 
oi^erations. While such restrictions are usually ineffective as far 
as spot exchanges arc concerned, it is diffi(;ult to develop a good 
black market in Forward Exchanges, es})ecially within the countries 
where the restrictions operate. It is also possible that various 
countries will iiuTcase the number of their Kxchange Clearing sys- 
tems, which means that the free market in these curi’encies, whether 
for spot or forward dealing, would contract to a large degree. Even 
so, however, the active forward market in dollars and sterling and 
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some other currenciies would survive, and its importance would 
probably increase. 

The question is what attitude the authorities are likely to adopt 
towards Forward Exchange in the centres where dealing remained 
free. We have seen that since 1935 efforts have been made to 
discourage speculative Forward Exchange transactions in a number 
of centres, including London. With the reorganisation of the 
h'oreign Exchange Committee of the London market, the extent 
to which this unoHicial embargo on speculative Forward Exchange 
transactions can be made elTcctive has doubtless increased. It 
remains to be seen how for the authorities will go in this direction. 
While from the point of view of the defence of overvalued currencies 
it might be helpful to discourage speculative dealings in Forward 
Exchanges, this would inevitably impair the facilities available 
for legitimate purposes. If the authorities were to succeed in 
stop])ing speculative dealing completely, commercial buyers or 
sellers would at times have to search hard to find a counterpart. 
In reality, there is no reason to hoj)e or fear that the unofficial 
embargoes on specuilativc forward dealings will ever become 
wholly elfective. We have seen in earlier chapters how difficult 
it is to draw the line between legitimate (commercial and hedging 
operations on the one hand and semi-spe(;ulative or entirely specu- 
lative o[)erati(ms on the other. The chances are that the endeavours 
to eliminate speculation would seriously handicap the forward 
market but w(mld not ])aralyse it. 


(4) LlKKUnOOD OF OFFICIAL INTERVENTION 

Is it likely that the authorities will in future take an active 
interest in Forward Exchange ? I believe the answer to be in the 
affirmative. The techni(]uo of various Central Ranks and Exchange 
Ecpialisatioii Ac(*oiints in operating in exchanges has improved 
beyond recognition during the last few years. So far as the British 
Exchange Ecpialisation Account is concerned, it has acquired a 
complete mastery of the technicpic in the spot mark(^t, and has ex- 
tended its ojierations to the open market for gold, which it prac- 
tically dominates. 

Tlie (chancres are that sooner or later the advantages of defensive 
intervention in the Forward Exchange market will be realisixl in 
(official (piarters. Wliile, in the existing abnormal conditions, they 
may hesitate to undertake a systematic pegging of the forward 
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rates as well as the spot, they may replace their present doctrinaire 
opposition to forward oiierations by a certain degree of judicious 
op})ortiinism, intervening whenever they expect to derive tactical 
advantages therefrom. This, in fiict, has actually been the practice 
of the Freiudi authorities to some extent since the devaluation of 
the franc. 

A much more important question is whether, after the restora- 
tion of monetary stability, there is any prospect of the adojition of 
i\rr. Keynes’s ])rof)osal for a systematic forward rate policy. It 
would be risky to express any definite opinion in this respect. 
In my view, the case in favour of such a policy is unanswerable, 
hut this does not necessarily mean that I expect it to be adopted. 
It may be said, however, that owing to the increasing attention 
whi(^h has been paid to Forward Exchange during the last few 
years, and owing to the possibility that the authorities might under- 
take occasional operations, Mr. Keynes’s scheme will have a better 
chance of adoption after stabilisation than it had before the crisis 
of ItKM. 

(o) FOKWARI) KX(aIAN<^^; UNDKR EXOnANCiH CLEAKINCJ 

Finally — to return to the starting-point of this chapter what 
would be the fate of the Forward Exchange mechanism if and when 
Exchange Clearing were universally and permanently ado])ted ? 
In its present form the system obviously could not survive the 
abolition of the Foreign Ex(^hango market. It would be necessary, 
howev'^cr, to provide some form of safeguard against losses through 
changes in the rates at which debts in foreign currency were con- 
verted into the national currency or vice, verm. Cnder many exist- 
ing clearing arrangements no such safeguards are provided, apart 
from fixing the rate of conversion for a definite period. The Ex- 
change dealing system, however, has not yet developed to its 
final form. It has many short(^omings, wliich can be remedied in 
the (‘ourse of experience. Among others, the necessity for covering 
the exchange risk will liave to rijceive attention. In the absence 
of a Foreign Exchange market this would have to bo done on an 
insurance basis. 

Ii]xperienco has shown that private insurance facilities for 
covering the ex(;hange risk are grossly inadequate. Even at 
Lloyd's, whore the development of the science and art of insurance 
has reached its highest form, the rates quoted for insuring against 
exchange risk are rigid, clumsy, and usually excessive. Not being 
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able to work on any accicptcd basis to as(;crtain the degree of the 
risk involved, the underwriters arc inclined to round up the rates 
they quote to a rather high figure. They (piote, say, 5 guineas per 
cent, when at the same time the same risk is covered in the Forward 
Excliange market at a cost of, say, per (.‘ent. It is doubtful 
whether, in the absence of oflicial intervention, these facilities could 
be improved sufliciently to meet re<iuircments. It may become 
necjessary for the (Government itself to insure merchants against 
exchange risk. As wo jiointcd out in (Jhaj)tcr Xfd, tlie case for 
liroviding ollicial facilities is unanswerable when, through the 
Government’s action, merchants are deprived of the ])ossibiIity 
of covering themselves in the open market. In conseciuence, the 
(government should always guarantee the exchange risks involved 
in transfers through Exchange Clearing, in so far as siu^h risks (.‘ould 
not be removed by the terms of the (blearing agreements. 

Whether or not this is done, Forward Exchange facilities are 
likely to survive in some form or other even after the abolition of 
the free Foreign Fxchange market. Unless and until the etxmomic 
and social system is changed completely, and fonngn trade c('a.scs 
to involve private ])rotit and risk, there will always be a tendency 
on the part of some people to safeguard themselves against risk, 
and there will always be people willing to assuimj that risk in the 
hope of a jirolit. The early history of the evolution of Forward 
Exchange has taught us that tlic facilities were created as a result 
of the joint desire of those who wanted to avoid risks and those who 
wanted to assume them. Unless and until the individualist system 
is re])lace(l by collectivism, this demand tor Forward Exchange 
facilit ies will remain, and in the long run a method will he found for 
meeting it, even after the abolition of the Foreign Exchange market. 
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APPENDIX I 


FORWARD RATES— 1921 to 1936 

The following tables contain weekly quotations of the spot rates 
and forward rates for one month and three months of the dollar, 
French franc, German mark (later reicljsmark), Italian lira, Dutch 
guilder, Swiss franc and Belgian franc (later bclga). They are 
extracted from the weekly circular published by the Anglo- Portu- 
guese Colonial and Overseas Bank, Jjtd. (originally the London 
branch of the Banco Nacioiial Gltramarino of Lisbon). This cir- 
cular constitutes, to my knowledge, the only continuous published 
record of all the principal forward rates for one, two and three 
months from the beginning of 1921. The rates quoted are those of 
the Saturday of each week, but in (Jases where the market was 
closed on the Saturday, or when there was no quotation, the latest 
quotation available ])rior to that Saturday was used. 

Up to November 19, 1921, the forward rates quoted arc not for 
one and three calendar months but for the end of the current month 
and for the end of the third month, in accordance with the practice 
that was popular in the early ])eriod of Forward Exchange dealing. 
From that date onward the (piotations are for one and three calendar 
months. 

The sign ( - ) means that the forward rate concerned is at a 
discount in relation to sterling. The sign ( + ) indicates premium 
on the forward rate concerned in relation to sterling. 
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APPENDIX II 


BANK JiATE PARITIES 

The following tables compare the London Bank rate with the Bank 
rates prevailing in New York, Paris, Berlin, Italy, Holland, Switzer- 
land and Belgium during the period 1920 to 1936. The rates used 
are those prevailing at the end of each month. Although scien- 
tifically it would have been more satisfactory to take the monthly 
averages of Bank rates for the purpose of comparison, I found 
existing statistical material in this respect far from complete or 
reliable. In any case, since Bank rate parities indicate only the 
broad trend to which forward rates should conform and since there 
is very seldom very close relationship between their movements 
and those of forward rates, the end-of-month rates may be con- 
sidered sufficient for our purpose. 

The Bank rate f)arities are calculated by means of the simple 
deduction of the overseas Bank rates from the London Bank rate, 
or of the deduction of the London Bank rate from the overseas 
Bank rates. In his thesis submitted in 1 934 to the London School of 
Economics on “A Study of the Course of Forward Exchange Kates 
during the Last Few Years ”, Mr. L. C. Duncan makes some calcula- 
tions of Bank rate parities and other Interest Parities, based on the 
percentage ratio of the foreign rate to the London rate. This not 
only unnecessarily complicates the matter but has no theoretical 
justification. After all, tlie substance of the Interest Parity theory 
is that forward rates, reduced to percentages per annum, tend to be 
equal to the actmil diilerence (plus or minus) between the figures of 
interest rates prevailing in two centres. This difference, of course, 
is ascertained by simple deduction and not by the calculation of the 
percentage ratio of one interest rate to the other. 
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APPENDIX III 


DISCOUNT RATE PARITIES 

The following tables give the discount rate parities between 
i^ondon on the one hand and New York, Paris, Berlin, Italy, 
Holland, Switzerland and Relgium on the other, for the period 1921 
to 1030. The figures are based on the monthly averages of market 
rates of discount for throe months’ i>rime bills in the various centres. 
The avorag(\s have been compiled from the folio wiTig sources : 
Statistical Year Book of the LeoAjue of Nations ; London and Cam- 
bridge Economic Service ; Harvard I^conomic Service ; Statistisches 
Jahrhuch des Dentschen Reiches ; Bulletin mensuef Hanque 
National Suisse ; Bulletin d' information et de documentation, 
Baiique Nationale de Belgique ; Reuue d^economie 'politique ; and 
Annual Report of the Nederlandsche Bank. 
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APPENDIX IV 


CALL MONEY HATE PARITIES 

Thk following tables give the call money rate parities between 
London on the one hand and New York, Paris, Beriin, Holland, 
Switzerland and Belgium on the other, for such periods as it was 
possible to obtain monthly average quotations of call money rates. 
The sources are identical with those quoted in the preamble to 
Appendix HI. 
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APPENDIX V 


PARITY BETWEEN THE LONDON DISCOUNT RATE AND 
THE NEW YORK TIME MONEY RATE 

The following table compares the monthly average London market 
rate of discount (London and Cambridge Economic Service) with 
the monthly average New York time money rate (Harvard 
Economic Service). It provides an example of Interest Parities 
based on the interest rates on two difTcrent types of short-term 
investments. 
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